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Accounting News And Trends 


CONTINUING EDUCATION PROGRAM— 
INDEPENDENT REVIEW OF REPORTS 

A new feature in continuing pro- 
fessional education is explained in The 
Michigan CPA (April 1961). This 
program is entitled “Post Audit Re- 
view” and is based on the premise 
that a realistic contribution can be 
made to a CPA in his professional 
development if reports and working 
papers are reviewed objectively and 
criticized constructively by a reviewer 
who is not a member of the examining 
firm. 

A panel composed of members of 
the Michigan Association has been 
selected to make these independent 
reviews. If a practitioner desires a 
review, he will submit his request to 
the office of the Association, either by 
letter or telephone, and the request 
will be referred to a subcommittee of 
the Committee on Professional Educa- 
tion which is responsible for the ad- 
ministration of this program. A mem- 
ber of the subcommittee will then 
arrange an appointment between the 
practitioner and the reviewer. After 
the appointment has been arranged, 
only the practitioner and the reviewer 
will participate in the conduct of the 
review. 

Each review 
will be informal. 


under this trugram 
No written report 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Accounting Procedure 
and is Program Director of the Brooklyn 
Chapter of the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis 
College. He is also professor of taxation at 
the New York Law School. 
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will be made by the reviewer but the 
practitioner may, if he desires, make 
notes for his own files regarding sug- 
gestions that the reviewer made. Any 
discussion between the practitioner 
and the reviewer will be absolutely 
confidential and the reviewer will not 
communicate his findings to any one 
other than the practitioner. The re- 
viewer will not receive any fee for his 
services, but the practitioner will be 
expected to reimburse the reviewer 
for any traveling expenses incurred in 
conducting a review. 

The article states that this new pro- 
gram can be distinguished from any 
other review program now known to 
be in existence in the following two 
respects: 

1. It is entirely voluntary. Reports 
and working papers will be reviewed 
under the post audit review program 
only upon the request of a practi- 
tioner. 

2. The sole function of the pro- 
gram is education. The findings of the 
reviewers will not be published or used 
for disciplinary purposes, under any 
circumstances. 


CPA EXAMINATION STRUCTURE 
REVIEWED AND APPROVED 


In response to a need recognized by 
the Association of CPA Examiners, 
the CPA Examination Appraisal Com- 
mission was organized in 1959. Its 
members include representatives from 
State Boards of Accountancy, prac- 
ticing CPAs, the legal profession, state 
professional licensing authorities, bank- 
ers, and educators. It adopted as its 
first task a survey of the Advisory 
Grading Service offered to the State 
Boards of Accountancy by the Ameri- 
can Institute of CPAs. The results of 
this study appear in a booklet en- 
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titled “Report of the CPA Examina- 
tion Appraisal Commission” which 
has just been published ($1.00; Asso- 


| ciation of CPA Examiners, P.O. Box 


2988, Grand Central Station, New 


| York 17). 








The Commission formally appointed 
a subcommittee, engaged an educa- 


| tional testing consultant, and directed 


this team to make detailed observa- 
tions of the Advisory Grading Serv- 
ice. This was done at various times 
from June 1959 to March 1960, and 
particular attention was devoted to the 
grading of the May 1959 examination. 
This listing of the general conclu- 
sions of the Commission suggests the 
breadth of the investigation as well as 
its determinations. 

The AICPA examination service 
and its administration are excel- 
lent. 

The activities of the Advisory Grad- 
ing Service should be publicized. 

The Advisory Grading Service is 
eminently fair to the CPA ex- 
amination candidates. 

The Advisory Grading Service pro- 
vides for the passing of every 
qualified candidate. 

The grading staff is highly compe- 
tent and adequately supervised. 

The numerical passing grade of 75 
should be retained. 

The successful performance of 
earnest candidates should be 
recognized. 

Reliance of third parties on CPAs’ 
opinions affects the standards 
for candidates’ qualifications. 

The CPA examination is national 
in scope. 

A reasonable but limited use of 
objective questions is acceptable. 

Commercial law as a separate sec- 
tion of the CPA examination 
might be eliminated under cer- 
tain circumstances. 
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The uniform statistical information 
questionnaire should be used. 
Adequate security exists in the 
preparation, printing, and dis- 
tribution of the examination 
papers. 
Cost control methods are adequate. 
Any CPA interested in the problem 
of professional certification, so far as 
the examination itself is concerned, 
will find this 100-page booklet most 
informative. 


SPREADING OUT DIVIDEND PAYMENTS 


An item on interim dividends in 
The Accountants Journal (Great Brit- 
ain) points up the different dividend- 
paying customs followed by British 
and United States business organiza- 
tions. Associated Electrical Indus- 
tries, one of the few publicly held com- 
panies in England to pay dividends on 
a quarterly basis, recently decided to 
abandon this practice. The stockhold- 
ers voted that the dividends should be 
paid semi-annually to save the ex- 
pense of the extra mailing. 

The paying of dividends on even 
a half-yearly basis is not widespread 
in Great Britain. Indeed, most Eng- 
lish companies, apparently, follow the 
practice of sending out dividend 
checks once a year. This, of course, 
is in marked contrast to the practice 
in the United States where the quar- 





terly payment of dividends is well 
established. 
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Book Reviews 


LASSER’S ENCYCLOPEDIA OF 
TAX PROCEDURES 


By J. K. Lasser Tax Institute, Syd- 
ney Prerau, Director, PRENTICE- 
HALL, INc., Englewood Cliffs, N. J., 
1956, 1960. Pages: 1210; 
$29.50. 


The second edition of this one vol- 
ume tax omnibus, which is directed to 
the businessman, investor, lawyer, ac- 
countant, trust officer, and insurance 
man, contains a wealth of information 
on varied phases of tax planning. Pre- 
pared by 65 tax specialists, and edited 
by Sydney Prerau, director of The 
J. K. Lasser Tax Institute, the work 
purports to be a complete and up-to- 
date encyclopedia of tax procedures. 
Although not actually all-inclusive, the 
encyclopedia does present 57 separate 
masterly studies in depth of important 
tax problems generated by selected 
transactions and activities. These stud- 
ies are covered under five main sub- 
ject divisions: Investments; Business 
Property; Business Expenses; Corpo- 
rations; and Individuals. 

Under Part I, the first division, 
attention is focused on eight unrelated 
and somewhat divergent areas. The 
lead paper is on the significant tax 
consequences flowing from a classifi- 
cation as a “dealer,” “trader,” or “in- 
vestor” in securities and the tests that 
will be applied to arrive at a particular 
classification. This is followed by a 
well-annotated study of the methods of 
measuring holding period for various 
types of capital assets. The two suc- 
ceeding articles are concerned with 
an analysis of the tax factors involved 
in buying and selling real estate, and 
how taxes can enhance the advantages 
of the sale-leaseback as a method of 
financing business expansion. Of par- 


v + 


ticular interest to realtors is a study of 
the concepts of negative basis and neg- 
ative equity in mortgage transactions, 
and the author’s analysis of the Su- 
preme Court decision in the leading 
case in the field, Crane v. Comm. A 
somewhat limited discussion follows 
on the depletion deduction as it ap- 
plies to specific properties and min- 
erals, and this serves as an introduc- 
tion to a study of the tax factors in- 
volved with respect to assignments of 
interest in oil and gas leases. The final 
subject under Part I, Investments, deals 
with the problems arising upon sale 
of a residence—timing the sale so as 
to get the greatest tax benefits, how to 
take title to the property and the basis 
problems involved, and the choice of 
methods of reporting income. 

The other four parts, Business Prop- 
erty, Business Expenses, Corporations 
and Individuals, are similarly covered 
by the inclusion of varied selected 
studies embraced within the broad 
subject division. As can be expected, 
the largest part of the omnibus is de- 
voted to corporate problems, Part IV. 
This division, unlike the others, does 
attempt to cover all basic phases of 
corporate tax planning for the practic- 
ing accountant by including what ap- 
pears to be a comprehensive study of 
the subject. The eighteen corporate 
studies include the following subjects: 
corporate divisions; paying dividends, 
the why, when and how to use multiple 
entities, corporate distributions and 
adjustments, acquiring and disposing 
of treasury stock, distributions in re- 
demption of stock, how to handle sales 
between controlled companies to avoid 
loss disallowance, how to handle trans- 
actions by controlled business groups, 
operation of corporations as affected 
by tax on personal holding companies, 
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penalty tax on accumulated earnings, 
the “new look” of section 269, corpo- 
rations reporting as sole proprietor- 
ships or partnerships, when a business 
body will be taxed as a corporation, 
how to organize and operate a tax- 
exempt company, western hemisphere 
corporations, foreign sales, tax prob- 
lems in bankruptcy or insolvency reor- 
ganization, and writing minutes. 

The value of this compilation as 
part of a tax reference library is ac- 
centuated by the full annotations, and 
by the inclusion at the end of each 
article of an excellent up-to-date com- 
prehensive bibliography. Unfortu- 
nately, a serious drawback to this com- 
pilation is the fact that it is presented 
as a bound work. A good many of the 
tax studies are on highly dynamic sub- 
jects, and the constant revisions and 
updating of the tax law cannot help 
but make some of the discussions, 
though valuable as research studies, 
incomplete as guides for a practical up- 
to-date tax encyclopedia indefinitely. 


SAMUEL A. DycCKMAN, CPA 
(Robert Simons & Co.) 
New York, N. Y. 


ECONOMIC ISSUES OF THE 1960’s 
By Alvin H. Hansen. McGRAw HILL 
Book Co., INc., New York, N. Y., 
1960. Pages, vii + 244; $7.50. 
Accountants, as advisers to business 
managers, are necessarily concerned 
with the subject of economics. For 
this reason, a new book by Prof. Alvin 
H. Hansen (Littauer Professor of Po- 
litical Economy, Emeritus, Harvard 
University) should have considerable 
interest to them. For Prof. Hansen, a 
past president of the American Eco- 
nomic Association, and an advisor to 
the American and Canadian govern- 
ments, is one of America’s truly great 
thinkers and writers in the field of eco- 
nomics. 
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| not found in all such works, 


This book is practically up to the 
minute in its coverage because it deals 
with, amongst other topics, such cur- 
rent issues as our gold reserve and the 
problem of balance of payments, post- 
war recessions, inflation, and effects 
of automation. 

The scope of this theoretical work 
(an essential base for the comprehen- 
sion of “practical” economics) is 
broad, and comprises three major 
divisions, namely: 

The Inflation Debate 

Growth, Automation and the Dual 

Economy 

Developed 

Countries. 


and Underdeveloped 


A great advantage in this work, one 
is that it 


| is written as if by a teacher for his 


| pupils. 


This makes it relatively easy 
for accountants to read and compre- 
hend, without the necessity of studying 
each sentence to determine its meaning 
and significance. Here, in one book of 
only a little over 200 pages, account- 
ants will obtain a good briefing on the 
economic issues of the 1960's. 


Max BLock, CPA 
(Anchin, Block & Anchin) 
New York, N. Y. 
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The New York State Associa- 
tion of CPA Candidates, Inc. 


For several years, some members of the State Society 
had felt that many staff accountants who had majored in 
accounting and had intended to enter the profession of 
public accountancy and become CPAs, were not doing 
so because there was a gap from the time they were em- 
ployed as accountants and the time when they became 
CPAs, and thus eligible to join the State Society. It was 
a period when the young man was neither in nor out of 
the profession, akin to a man without a country. This so 
called gap might cause him to lose interest in the field he 
had chosen for his professional career. After much study 
of this problem, the State Society, early this year, spon- 
sored the formation of a new organization called “The 
New York State Association of CPA Candidates, Inc.” 
Its purposes were to bring together those who intend to 
obtain a CPA certificate, to assist them in doing so and 
to aid in the furtherance of their technical and pro- 
fessional development. 

This program was put before a group of about 45 
potential members in order to secure their reaction and 
learn whether or not they would be interested. Their re- 
sponse was so enthusiastic, their questioning of the small 
Society committee present so searching, that we and they 
felt that the Association should be activated. 

Accordingly, the Association’s first formal and 
organization meeting was held early in May, attended by 
about 350 potential members. (Now there are 750 mem- 
bers or applicants). President Grund and John L. Carey, 
Executive Director of the American Institute of CPA’s, 
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spoke at the meeting. The CPA candidates elected their own 
officers and directors, and are now in business on their own. 

I would emphasize these last words, because although the 
Society will continue to sponsor and encourage the Associa- 
tion, it will be run by the CPA candidates themselves. I have 
seen their tentative program for the Fall and it would do credit 
to any similar group. 

It is difficult for us to visualize what are the potentialities 
of this Association. A possible series of lectures on accounting | 
subjects will provide a sort of continuing education program. | 
Getting acquainted with other young men at meetings and on 
committees will provide the early exchange of ideas that so 
many of us have found useful after we joined the New York 
State Society. If the Association keeps in public accounting 
some who. otherwise would drop out (and this is a selfish 
view), it will help accounting firms with their manpower prob- 
lems. The activities of this Association should give its members 
an early knowledge of the standards and ethics of our pro- 
fession. The Association will undoubtedly raise the stature of In 
the young men entering the profession, to the benefit of the 


a ati al 


profession and the public, and make them able to assume greater, ~ 
responsibilities in their firms in a shorter time. Moreover, the | ent 
State Society will be taking in more and younger members, chi 
men who are accustomed to committee and other active service Co 
in their Association, and who will promptly want to take part “M 
in the affairs of our Society—which will be good for the Society. no} 

To quote the president of the Association, “the newcomers dis 
to public accounting will have a professional body to associate a 
themselves with which will strengthen and improve the quality all 
and professional bearing of these young men who actively ig 
represent and conduct the practice of their employers who are et 
members of the New York State Society.” rig 

At present, membership in the Association is open to any- sat 
one preparing to obtain the CPA certificate, who is either | ave 
employed on a full time basis in public accounting, or is on / aul 
military leave, or has met the experience requirements. College wil 
students majoring in accounting who intend to become CPAs as 
are eligible for associate membership. 

I urge our members who have in their offices anyone _ 
eligible for membership in this Association, to encourage him DA 
to join and take an active part in its affairs. for 

EDWARD J. BUEHLER, - 
President + So 

Is | 

An 
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The Real Estate Investment 
Trust—New Federal income 


Tax Aspects 


By Davip C. ANCHIN, CPA, LL.M. 


The need and desirability of increasing investor participation in 
our Nation’s economy has, as was inevitable, brought about a 
liberalization of the federal tax rules governing real estate in- 
vestment trusts. However, the liberality is tempered with rigid 


conditions and harsh requirements. 


This article describes the 


conditions to be taken into account and the lurking hazards, 
before one embarks on the organization or qualification of a trust. 


In 1960 Congress created a new form 
of tax free conduit known as the Real 
Estate Investment Trust. The new tax 
entity is described in Part II of Sub- 
chapter M of the Internal Revenue 
Code and is herein referred to as an 
“M2 Trust.” Final regulations have 
not yet been promulgated, thus this 
discussion is based on the proposed 
regulations. 

The purpose of the M2 Trust is to 
allow investors to own real estate in 
a corporate-like entity without incur- 
ring a corporate income tax. If all the 
rigid requirements discussed below are 
satisfied, the corporate income tax is 
avoided on distributed income. Some 
authorities anticipate that M2 Trusts 
will become as popular with investors 
as mutual funds. 

Prior to the days of corporate in- 
come taxes, large scale real estate in- 





DAVID C. ANCHIN, CPA, LL.M., is a 
former Chairman of our Society’s Com- 
mittee on Cooperation with Bankers and 
is presently serving as a member of the 
Society’s Board of Directors. Mr. Anchin 
is a partner in the firm of Anchin, Block & 
Anchin, CPAs. 


vestments were often financed through 
use of investment trusts. The impo- 
sition of the corporate tax attributed 
to the decline of the real estate in- 
vestment trust. However, the new 
tax incentives may bring the trust 
entity form back into favor since it 
can adopt more of the desired cor- 
porate-like qualities than is possible 
with the partnership form. 

The M2 Trust is a new vehicle for 
real estate “syndication.” Syndicators 
have found the partnership form of 
entity attractive in recent years be- 
cause the avoidance of corporate in- 
come tax results in a higher rate of 
return to investors. 

The M2 Trust has been referred to 
as a real estate mutual fund. Actually 
there are many differences. The mu- 
tual fund is usually a corporation that 
invests its funds in marketable securi- 
ties. The M2 Trust cannot be a cor- 
poration and most of its investments 
must be in real estate. Mutual funds 
generally follow the practice of re- 
deeming their shares based on daily 
asset values because their securities 
can be valued daily, and the per share 
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value of the mutual fund is readily 
determinable. Real estate, however, 
can hardly be valued daily. Further- 
more, since real estate equities are not 
traded on an exchange, the M2 Trust 
will not be as flexible in its investment 
position as the mutual fund. 


GENERAL DESCRIPTION OF 
AN M2 TRUST 


M2 Trust status is achieved by an 
election filed with the first tax return 
for which it is desired to qualify for 
this treatment, provided that the many 
technical requirements discussed be- 
low are met. The election, which is 
irrevocable, is first available for tax- 
able years beginning after 1960. The 
election is made by computing taxable 
income as an M2 Trust. 

The M2 Trust is an unincorporated 
trust or association managed by trus- 
tees. It cannot be a corporation, but it 
must so resemble a corporation that it 
would be taxed as a corporation if it 
didn’t elect to be treated as an M2 
Trust. The trustees must hold legal 
title to the assets. 

There must be 100 or more share- 
holders owning transferable shares on 
at least 335 days of a 12 month year or 
on a proportionate number of days in 
a short tax year. No five individuals 
may directly or indirectly own over 
50% of the value of the outstanding 
shares at any time during the last 
half of the taxable year. This 50% 
stock ownership test is the same as 
prescribed for the Personal Holding 
Company test, and the broad Personal 
Holding Company constructive own- 
ership rules of Internal Revenue Code 
Section 544 apply. There is no re- 
quirement that the M2 company shares 
have voting rights, thus the trustees 
may be a self-perpetuating group. 

At least 90% of the annual net 
income, other than net long-term capi- 
tal gains, must be distributed. The 


M2 Trust is taxed as a corporation on 
undistributed income. Unless capital 
gains are currently paid out they are 
taxed to the M2 Trust. Later distri- 
bution would be ordinary income to 
the shareholder. The excess of net 
long-term capital gains over net short- 
term capital losses is taxed to the M2 
Trust at capital gain rates, unless dis- 
tributed. 

Dividend distributions, including 
capital gain dividends, can be made 
within 12 months after the fiscal year 
end, provided the dividend is declared 
before the tax return is filed, and pro- 
vided it is paid not later than the 
date of the first regular dividend pay- 
ment made after such declaration. 
The election to treat such a later divi- 
dend paid as a distribution applicable 
to the fiscal year in which earned is 
made by claiming the deduction for 
the dividend payment in the tax return 
for that year. 

Within 30 days after the fiscal year 
end the shareholders must be advised 
of the amount of capital gain dividends 
paid during the fiscal year. All or 
part of any dividend payment with 
respect to the fiscal year can be char- 
acterized as a capital gain. In January, 
1963, for example, a dividend paid 
by an M2 Trust during its fiscal year 
ended December 31, 1962 with re- 
spect to 1962 earnings could be char- 
acterized as capital gain. If in 1962 
a capital gain dividend was paid with 
respect to 1961 income, the share- 
holders must also be advised of the 
amount of such dividend. 


FEDERAL TAXATION OF 
INVESTOR INCOME 


Except for capital gain dividends, 
all dividends are taxable to M2 share- 
holders as ordinary income in the year 
received. Corporate shareholders do 
not receive the 85% dividends re- 
ceived deduction. Individual share- 
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holders do not receive the 4% divi- 
dends received credit or the $50 
dividend exclusion. Capital gain divi- 
dends are taxed as long-term capital 
gains to both individual and corporate 
shareholders. 

Distributions which are not out of 
current or accumulated earnings rep- 
resent a return of capital, reducing 
the basis of the shareholder’s invest- 
ment. However, current year earnings 
and profits of an M2 company are 
not reduced by any amount not allow- 
able as a deduction. For example, a 
net capital loss would not reduce 
current year earnings. If an M2 com- 
pany with no prior accumulated earn- 
ings had a current year net capital 
loss of $200,000 and other current 
year earnings of $100,000, distribu- 
tions of up to $100,000 would rep- 
resent ordinary income dividends to 
the shareholders. If less than $90,000 
were paid out as dividends, the M2 
company would be taxed on all its 
income. If over $90,000 but less 
than $100,000 was paid out only the 
undistributed income would be subject 
to corporate income tax. The excess 
of distributions over accumulated 
earnings would be treated as a reduc- 
tion of paid in capital. 

The ordinary rules for determining 
capital gain and loss on the sale or 
exchange of securities by investors 
apply to the sale or exchange of M2 
company shares. However, in order 
to prevent conversion of short-term 
capital gain, on another transaction, 
to a long-term capital gain, by buying 
Real Estate Investment Trust shares 
immediately before the payment of a 
capital gain dividend and selling the 
shares immediately after the dividend, 
a loss on the sale of shares held for 
less than 31 days, during which period 
the shareholder receives a capital gain 
dividend, is treated as a long-term 
capital loss. A taxpayer could, how- 
ever, receive a dividend at the end of 


his tax year and take his loss on sale 
in the following year. 


RESTRICTIONS ON INVESTMENTS 


1. 75% rule. As of the end of 
each quarter of the taxable year, at 
least 75% of the value of its total as- 
sets must be represented by real estate 
assets, cash, receivables arising from 
operations and Government securities. 
Real estate assets include real prop- 
erty, interests in real property, mort- 
gages, and shares of other M2 com- 
panies but do not include mineral, oil, 
or gas royalty interests. 

2. 25% rule. As of the end of 
each quarter of the tax year, no more 
than 25% of the value of the total 
assets may be represented by securi- 
ties other than allowed in the 75% 
rule above, and for the purpose of this 
limitation: 

10% rule. No more than 10% of 
the outstanding voting securities of 
the issuer company may be owned by 
the M2 company as of the end of each 
quarter of the taxable year. 

5% rule. No more than 5% of 
the total assets of the M2 company 
may be invested in securities of any 
one issuer. 

3. Relief Provision. Percentage re- 
quirements not satisfied at the end of 
a quarter because of an acquisition 
during the quarter can be satisfied by 
eliminating the discrepancy within 30 
days after the close of the quarter. A 
failure to satisfy these percentage 
requirements at the end of a quarter, 
which is caused by a change in values 
rather than an acquisition during the 
quarter, does not cause disqualifica- 
tion. 

The trustees determine the values 
of assets where market quotations are 
not available. 


RESTRICTIONS ON TRUST INCOME 


a. 75% of the gross income must 
be from: 
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Rents from real property 
Interest from real estate mortgages 
Net gain from sale of real estate or 
mortgages on real estate 
Distributions from, and net gain 
from the sale of shares of, other 
qualifying Real Estate Investment 
Trusts 
b. 90% of the gross income must 
be from the sources specified in the 
75% rule, or the following additional 
sources: 
Other dividends 
Other interest 
Net gain from the sale of stock and 
securities 
c. Less than 30% of the gross 
income must be from the sale of: 
Stock or securities held for less 
than 6 months 
Real property held for less than 
4 years 
For the purpose of the 30% limi- 
tation, losses are not netted with gains 
in determining the numerator for the 
computation, though the loss is re- 
flected in gross income for the pur- 
pose of the denominator in this com- 
putation. An election to report gain 
in installments might avoid disqualifi- 
cation. 


RESTRICTIONS ON RENTAL INCOME 


Rental income will not qualify as 
such if it is based on a percentage of 
a tenant’s profit. Rents may, however, 
be based on a percentage of the ten- 
ant’s receipts. 

If the M2 Trust owns, directly or 
indirectly, 10% or more of the voting 
stock or of the total shares of stock, 
or an interest of 10% or more in 
the assets or net profits of a tenant, 
income received from such tenant will 
not be considered rental income. The 
proposed regulations require that the 
income tax return contain a schedule 
setting forth the details of such 
“tainted” rent receipts. The rules of 
constructive ownership in Internal 


Revenue Code Section 318 apply, and, 
insofar as the rules of constructive 
ownership apply to corporations and 
stockholders, instead of the attribution 
applying where there is a 50% stock- 
holder, they apply where there is <¢ 
10% stockholder. 

Great caution will have to be exer- 
cised to avoid M2 disqualification 
because of the attribution rules. If, 
by application of the attribution rules, 
an M2 shareholder who owns 10% 
of the shares of the M2 Trust, is also 
a 10% stockholder of a tenant cor- 
poration, the rent from this tenant 
will not be treated as rental income 
to the M2 Trust. Let us suppose for 
example that A owns 10% of the 
M2 Trust shares and is a 10% stock- 
holder of a non-tenant corporation X, 
and that B, another 10% stockholder 
of X, owns 100% of the stock of 
corporation Y. If corporation Y is 
a tenant of the M2 company, the 
rental income from Y is disqualified, 
since by the application of the con- 
structive ownership rules, the M2 
Trust will be treated as a 10% stock- 
holder of Y corporation. Since only 
10% of the M2 Trust’s gross income 
is not restricted as to source, the dis- 
qualification of relatively small rental 
income could result in the imposition 
of the corporate income tax on the 
entire M2 Trust income. The pro- 
posed regulations indicate that an 
allocable portion of rent stemming 
from a subtenant would not qualify as 
rent, if directly or indirectly the M2 
Trust had a 10% interest in the sub- 
tenant. 

In order to qualify as rental income, 
the real estate must be managed by 
an independent contractor from whom 
the M2 Trust derives no income. If 
the M2 Trust manages or operates the 
property, or furnishes or renders serv- 
ices to the tenants of such property, 
the rental income will not qualify as 
rent. An independent contractor is 
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one who doesn’t own a 35% or more 
interest, directly or indirectly, in the 
M2 Trust. Nor may one or more 
persons, directly or indirectly, own 
35% or more of the M2 Trust shares 
and own more than 35% of the stock, 
assets, or net profits of the “independ- 
ent contractor.” For the purpose of 
the 35% tests, the rules of construc- 
tive ownership of Internal Revenue 
Code Section 318, as discussed above, 
apply. 

A trustee of an M2 Trust cannot, 
per the proposed regulations, be an 
officer or employee of, or have any 
direct or indirect proprietary interest 
in any independent contractor which 
furnishes or renders services to the 
tenants of the M2 Trust property or 
manages or operates such property. 

The independent contractor must 
not be subject to the control of the 
M2 Trust; he must be adequately com- 
pensated; and the relationships must 
be on an arm’s length basis. 

The proposed regulations permit 
trustees to establish rental terms, 
choose tenants, enter into and renew 
leases, deal with taxes, interest, and 
insurance, and make capital expend- 
itures. Maintenance and _ repairs 
must, however, be controlled and paid 
for by an independent contractor. The 
proposed regulations require that 
“hotel, motel, warehousing, parking 
lot, maid, janitor, elevator, telephone, 
switchboard, guard or similar serv- 
ices” may not be provided by an M2 
Trust or its employees but may be 
rendered by an independent contrac- 
tor. 


FURTHER INCOME TAX 
CONSIDERATIONS 

The net operating loss deduction 
is not available to the M2 Trust and 
losses are not passed through to the 
shareholders. As a result, M2 quali- 
fication in loss years would not be 


desirable. The capital loss carry for- 
ward, however, is available to the M2 
Trust. 

An entity which qualifies for M2 
treatment has committed itself to be 
taxed as a corporation unless it meets 
all of the M2 requirements. How- 
ever, if an M2 company were disquali- 
fied for not sufficiently resembling a 
corporation, the income tax result 
might not necessarily be adverse since 
there would be no corporate income 
tax. 

The disallowance of a deduction 
by the Internal Revenue Service could 
cause M2 disqualification and mean 
that the corporate tax would apply to 
all income. This could happen, for 
example, if the depreciation deduc- 
tion was reduced. To minimize this 
danger, an M2 company could distrib- 
ute more than 90% of its taxable 
income, exclusive of net long-term 
capital gains, or enter into an agree- 
ment with the District Director as 
to the rate and method of depreciation 
and salvage value. The allocation of 
values between land and building, and 
the deductibility of repairs as cur- 
rent expenses, should be carefully con- 
sidered in this connection. 


PRACTICAL CONSIDERATIONS 


The M2 company trustees will have 
to watch the cash flow carefully since 
90% of the ordinary income must be 
distributed to the shareholders. If 
mortgage amortization exceeds the de- 
preciation allowance, cash distribution 
may be difficult. The amount of lever- 
age desired, the method of deprecia- 
tion and capital improvement re- 
quirements must be carefully studied. 

Registration requirements under 
state securities acts and with the Se- 
curities Exchange Commission should 
be considered by the Trust’s attorneys. 
The state laws should be investigated 
since this form of entity may be im- 
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practical or impossible under the laws 
of some states. State tax laws will also 
have to be considered. 

An M2 company can invest ex- 
clusively in mortgages. The 10% and 
35% limitations do not apply to mort- 
gages. The proposed regulations in- 
dicate that for the purpose of the 
gross income percentage limitations, 
only lawful interest will be included 
(in the numerator). Where mortgages 
cover both real and personal property, 
an allocation must be made for the 
purpose of the 75% requirement. 


CONCLUSION 


The Real Estate. Investment Trust 
will not displace the partnership or 
corporation form of real estate owner- 
ship. In many situations, the latter 
entities will be preferred. 

The partnership form actually pro- 
vides a fuller conduit tax result than 
M2. The regulations regarding as- 
sociations now offer guidelines en- 
abling a partnership with some cor- 
porate-like traits to avoid being taxed 
as a corporation. M2 offers the op- 
portunity of corporate-like structure 
without corporate Federal income tax. 

The M2 Trust will be a new source 
of real estate investment capital. By 
purchase of M2 company shares, a 
small investment in real estate is pos- 


sible. Small investors will now be able 
to invest in real estate and achieve the 
kind of diversification previously avail- 
able only to wealthier investors who 
can own, or share in the ownership 
of several properties. The M2 Trust 
investor can share in the ownership 
of valuable properties and _ benefit 
from expert management. The antici- 
pated high income return may be par- 
ticularly attractive to tax exempt 
entities. Aided by the new tax provi- 
sions, this form of real estate owner- 
ship may become very popular, es- 
pecially if the shares become readily 
marketable. 

The onerous technical requirements 
will “make life difficult” for the M2 
Trust management. An unrestrained 
free transferability of shares could 
lead to disqualification, because of the 
many conditions of ownership and op- 
eration that must be observed. More- 
over, the M2 Trust will be compelled 
to secure considerable personal infor- 
mation from its shareholders.  Al- 
though some of the tax-free reorgani- 
zation provisions are applicable, the 
Internal Revenue Service has indicated 
that it will not issue rulings. 

Accountants for such organizations, 
too, will face problems of responsi- 
bility in helping to keep managements 
from unwittingly losing their status. 





MORE GOVERNMENT IN BUSINESS 


Specifically, I predict that federal activities will undergo the 
following changes in the next few years: 

1. More goods and services will be bought by government. 

2. Government will extend support for science. 

3. Government will continue to expand as an entrepreneur. 

4. Federal regulation of business activity will be extended. 

5. Government will continue to “promote” major industries. 

6. Business will receive encouragement to invest abroad. 

7. Government will persist in protecting the underdog. 

8. Government will steadily promote economic stability and 


growth. 


JOHN J. Corson, “More Government in Business,” 
HARVARD BUSINESS REVIEW, May-June 1961 
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Accounting and Auditing 
Problems of Non-Profit 


Old Age Homes 


By STEVEN H. WALDBAUM, CPA 


Mlan’s extended life span and the 
social attitudes of the community have 
produced a phenomenal growth in the 
establishment of homes for the aged— 
privately operated as well as non- 
profit institutions. Non-profit institu- 
tions aim at a level of performance 
which will assure the best possible 
care, irrespective of the residents’ 
ability to pay. Moreover, community 
interest plays an important role in its 
operation and growth. Proprietary 
homes, having no community interest, 
and understandably conscious of profit 
margins, are distiguishable from the 
non-profit homes with respect to serv- 
ice objectives, accountability, and even 
as to some accounting problems. 

This article deals only with the non- 
profit institution, and is further limited 
to only those aspects of system, ac- 
counting and auditing as are peculiar 
to it. An extraneous but important 
influence, namely that of the rules of 
the New York State Department of 
Welfare, which is indirectly the biggest 
contributor of funds, has a significant 
bearing on the operations and on cer- 
tain accounting policies of the institu- 
tions. 
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counting for Non-Profit Organizations. 
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The State Department of Welfare 
sets broad policies affecting various 
aspects of administration of old-age 
homes and their enforcement is carried 
out by branch offices located in major 
cities of the state. 


FUND ACCOUNTING SYSTEM 


The accounting system is distinctly 
sectionalized according to administra- 
tive functions and legal accountability. 
Non-profit institutions, relying heavily 
on contributions, must apply them in 
accordance with the donors’ instruc- 
tions. Each section referred to as a 
“fund” insures compliance. It consti- 
tutes a complete accounting entity hav- 
ing its own balance sheet and operating 
accounts. These are the funds com- 
monly in use: 

General Fund. This fund deals with 
the basic functioning of the institution 
—the care of the residents. It receives 
the income that is to be used for serv- 
ice to the residents and that which is 
not earmarked for any other specified 
use. It pays the expenses incurred in 
caring for the residents except such 
expenses as are absorbed, by direction, 
from any endowment or special fund. 
Capital expenditures are, generally, 
not within the province of this fund. 

Building Fund. When money is to 
be raised for building or other property 
needs, a building fund is set up. It 
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functions to receive all contributions 
of cash, securities, etc.; pays all of the 
campaign expenses; and finally dis- 
burses the funds in accordance with 
the undertaking. It may actually be 
used to carry out a construction pro- 
gram, or, it may turn over all! of its 
assets to the Plant Fund when the 
campaign is over and go out of exist- 
ence. 

Plant Fund. This is a permanent 
fund that accounts for the investment 
in land, buildings, equipment, furni- 
ture and other capital assets. It also 
accounts for liabilities attached to the 
properties even though payments of 
these debts may be made by another 
fund. Herein will also be found the 
depreciation provision accounts. 

The fund may, in some cases, carry 
out building construction activities 
when the Building Fund is merely a 
fund raising entity or where the Plant 
Fund receives funds directly from 
other sources. 

Endowment Funds. In the category 
of endowment funds there may be 
many individual permanent funds, each 
contributed with specific conditions as 
to its use. Generally the donors stipu- 
late that the principal be preserved and 
that the related income be used for a 
specified purpose, which purpose must 
nevertheless be consistent with the 
institution’s policies. The accounting 
for fund assets, income and use re- 
quires detailed accounts and controls. 

Special Funds. These are individual 
funds, similar to endowment funds, 
having a specific purpose but a limited 
life. Upon performance, in accordance 
with the donor’s instructions, a fund is 
depleted and ceases to exist. 

Inter-Fund Transactions. Occasion- 
ally, one fund will borrow from an- 
other. Such transactions are treated as 
loans receivable and loans payable 
respectively. A contribution by one 
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fund to another, in fulfillment of its 
purposes, as when a building fund may 
turn over property to a plant fund, is 
also recorded in both funds. In such 
cases the funds’ “equity” accounts 
would be involved. 


GENERAL FUND INCOME 


The General Fund’s income consists 
of the charges paid by residents for 
services (this includes all forms of 
maintenance payments) and of philan- 
thropic income. 

Period Charges. Most of the insti- 
tutions charge a flat monthly rate (in 
hospitals it is called an all-inclusive 
rate). This rate entitles the resident 
to all services except those requir- 
ing special outside equipment or staff. 
(Rules set by the Department of Wel- 
fare also determine the scope of the 
services rendered. ) 

The flat rate should ease the burden 
on the accounting department and 
should facilitate the establishment of 
controls. Difficulties, however, are cre- 
ated by the varying economic status of 
the aged and the social philosophies of 
the homes. These difficulties are of two 
types: 

1. The ability-to-pay philosophy pro- 
duces a wide range of rates for the 
same facilities and services. Carefully 
planned procedures are needed to es- 
tablish adequate controls over such 
variations in charges. 

2. The aged, having ceased to enjoy 
gainful employment, rely on a multi- 
plicity of sources for the payment for 
their stay, namely: 

¢ Children or other relatives 

© Social Security 


e Old Age Assistance (Paid by the 
Department of Welfare) 


e Pensions 
e Lump sum payments by residents 


Any and all combinations of the 
above mentioned sources are possible 
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except the lump sum payments and old 
age assistance. In theory, the institu- 
tions may insist on the payment of the 
agreed upon rate no matter from which 
source. In practice the institutions ex- 
tend a helping hand to their residents. 

The follow-up of the various sources 
of payment rests basically with the ac- 
counts receivable section of the insti- 
tution. Retirement income payments 
for the residents are received through 
the mail directly. Other forms, such as 
family payments, etc., must be billed. 
The collection of these diverse receiv- 
ables is a major function. 

The income from residents used to 
be recorded in one “Income from Res- 
idents” account. However, institutions 
with more advanced accounting policies 
set up controls by breaking up the in- 
come into its logical component parts, 
to wit: income from families (residents 
or relatives); social security income; 
pension income; old age assistance in- 
come: .6ic; 

Since the institutions have to do their 
own collection follow-up, a new trend 
away from the one-record approach 
(all transactions affecting one resident 
are reflected on one accounts receivable 
record) is in the making. A new multi- 
record set-up, based on controls by 
sources of income, is now being con- 
sidered. (For more details see “The 
New York Certified Public Account- 
ant,” February, 1960, Page 91.) 

Lump Sum Charges. The institu- 
tions accept lump sum payments from 
residents turning over their accumu- 
lated savings at the time of admission. 
Such payments are credited to a lia- 
bility account, referred to as “advance 
maintenance income.” The monthly 
amortization rate is approved by the 
Department of Welfare and is based 
on actual cost. The monthly amortiza- 
tion gives rise to income and reduces 
the liability. 

A permanent account is kept for 
each “lump-sum” resident. If the full 


amount of the advance payment has 
been depleted by the monthly amorti- 
zation charges the institution has sev- 
eral courses open to it to obtain 
compensation for continuing services. 
Where possible, relatives are called 
in and asked to contribute towards the 
maintenance of the resident. In the 
event of their inability to meet the 
minimum monthly rate, the Depart- 
ment of Welfare is requested to review 
the case. It may agree to assume full 
responsibility or require partial contri- 
butions from members of the family. 

Should a resident die before the ad- 
vance payment is exhausted, the un- 
amortized balance retained by the in- 
stitution is transferred to either the 
“applied income” account or to sur- 
plus. There are two schools of thought 
concerning the handling of these funds. 
One school advocates that windfalls 
belong to surplus; while the other con- 
tends that in the long run the so called 
windfalls are normal features of old- 
age home operations. The latter view 
seems to be slowly gaining wider ac- 
ceptance. 

The advance maintenance income 
account presents a problem on the bal- 
ance sheet. It is obvious that it has 
both fixed liability and current liability 
components. The problem is aggra- 
vated by the fact that it is difficult to 
determine exact amounts, because dur- 
ing the year sizeable unapplied amounts 
are left by deceased residents. Unap- 
plied balances are transferred out, the 
accounting for which is discussed later. 

An opposite problem is posed by the 
fact that residents may require lengthy 
and expensive stays in outside hospi- 
tals. These charges against the ad- 
vance funds may exceed by a consider- 
able amount the regular maintenance 
rate usually applied. (Out-hospital 
costs do not represent proper operating 
statement charges because old age 
home rates exclude such services.) The 
use of actuarial tables may be a com- 
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plicated and therefore unacceptable 
answer. 

In the meantime, these alternatives 
are in use: (a) a breakdown between 
current and fixed liabilities based on 
one year’s amortization; (b) the whole 
account is part of current liabilities; 
and (c) the whole account is part of 
fixed liabilities. Some __ institutions 
channel the advance payments into a 
temporary fund and transfer cash on 
a monthly basis to the general fund and 
avoid this issue. 


LIFE INSURANCE POLICIES 


ASSIGNED BY RESIDENTS 

Many residents assign to a home, at 
the time of their entrance, existing life 
insurance policies. Such assignments 
are made to compensate the institution 
for the losses resuiting from the excess 
cost of maintaining the resident. Some 
intriguing accounting questions arise 
from the assignments and their treat- 
ment is still subject to debate between 
different schools of thought. 

An aggravation of the initial ac- 
counting problem results from chang- 
ing circumstances which lead to fre- 
quent cashing-in of policies to meet 
the Department of Welfare’s require- 
ment that a resident’s assets be used 
up fully. The following are the ac- 
counting problems that exist: 

As to the asset: 
Shall the policy be recorded as an 
asset at face value or its cash sur- 
render value? 

As to the credit: 

e Shall it be to a reserve account? 

e Shall it be to operating income in 
full or amortized on the basis of 
the Welfare Department’s rate 
scale? 

e Shall the credit accrue to surplus? 
The proponents claim that the in- 
surance proceeds accrue over a 
period of years and that no one 
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year should get credit for the 
windfall. 


It is the author’s opinion that the fol- 
lowing policies are sound and practical: 


e Since at the time of admission it 
is impossible to forecast whether 
the policy will be collected when 
expected and in full, or, whethe) 
it will be surrendered, it is ad 
visable to record cash surrende1 
instead of face value. 


e For the same reason, the final 
destination of the proceeds can 
also not be forecast. It may be 
collected after the demise of the 
resident or it may have to be 
credited to advance maintenance 
income. Since it sometimes is re- 
turned to a resident leaving the 
institution, the case for a credit 
to a reserve account offsetting the 
asset account is very strong. 


e While there is no issue, whenever 
the policy is cash surrendered, I 
feel that the proceeds when col- 
lected upon the demise of the in- 
sured should go to operating in- 
come. It may be a windfall if 
viewed as a separate transaction, 
but in the life of an institution it 
is a recurrent phenomenon. 


Payment of Premiums on Assigned 
Policies by Homes. In some instances 
homes will continue the payments of 
premiums on life insurance policies, to 
preserve them. Such payments are not 
recognized as “allowable” costs by the 
Department of Welfare in determin- 
ing its service rates. On this basis, 
the expense should be excluded from 
the General Fund operating expendi- 
tures. 

If the insurance proceeds will be 
credited to surplus, then the premiums 
logically should be charged to that ac- 
count. Otherwise the expense should 
be charged, or deferred as a future 
charge, against the future income. 
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Where a policy is cashed in and the 
proceeds are credited to the resident’s 
account as if a payment for services, 
past premiums that were charged to 
surplus should be transferred to the 
advance payment account. 


PHILANTHROPIC INCOME 


On the whole there are not too 
many distinctive features in the old- 
age home field as far as this type of 
general fund income is concerned. All 
unrestricted income is generally chan- 
neled into the General Fund. The 
trustees may, however, sometimes as- 
sign windfalls (legacies, etc.) to an 
endowment fund. 


CONTRIBUTIONS OF PROPERTY 
AND SUPPLIES 


Difficult accounting problems, es- 
sentially those of valuation, frequently 
occur in recording contributions of 
property and supplies. 

Where an institution receives needed 
equipment, which it otherwise would 
have to purchase, the problem of valu- 
ation is simple. The property may be 
valued at the replacement cost, and 
that amount would apply to the income 
and asset accounts. 

However, where unsolicited gifts 
are received of luxury or unusable 
equipment, the problem of valuation 
is difficult, sometimes impossible. If 
for public relation reasons such gifts 
are retained, any credit to contribution 
income might be purely an inflation 
of the period’s income. 

In dealing with consumable sup- 
plies (e.g., food), a problem arises 
with regard to the valuation of contri- 
butions of luxury items, such as cham- 
pagne, which have no place in an in- 
stitutional budget. If the receipt of 
champagne as a contribution, at mar- 
ket price, were recorded it would be 
correct as to income but it would dis- 
tort the food consumption expense. 


Obviously, therefore, in dealing with 
supplies contributions this practical 
valuation policy should prevail: The 
valuation of supplies should be at that 
price which management would have 
been able and willing to pay. 


ACCRUAL ACCOUNTING 


A basic concept of commercial ac- 
counting—accruals—has been, on the 
whole, accepted in the field. Varia- 
tions, however, exist. For example, 
some institutions still accrue all sup- 
plies purchase bills without applying 
inventory fluctuations to reflect actual 
consumption. Some of the opponents 
of accrual-basis accounting hold to the 
theory that the matching of cost and 
revenue, upon which the accrual con- 
cept is based, shows profit or loss re- 
sults which are meaningless. They con- 
tend that service is the basic institu- 
tional objective and that in the non- 
profit field income is tailored to meet 
expenditures and not vice versa. They 
are basically interested in the amount 
of cash which will have to be raised 
to make possible the “service” objec- 
tives. Their cash concept is further en- 
couraged by a phenomenon peculiar 
to old-age homes, namely that cash 
deficits are alleviated by the influx of 
advance payments made by newly-ad- 
mitted residents for future mainte- 
nance. 

This unrealistic cash basis philoso- 
phy does not take into consideration 
sufficiently the fact that contribution 
possibilities in the highly competitive 
fund raising market have limitations, 
and that reasonable efforts to match 
costs and revenues must be made. (I 
wonder if a statement of application 
of funds will not satisfy the need for 
cash information of this kind.) 

At the present time the officers of 
many old-age homes are debating the 
problem of whether to expand in the 
area of ambulatory residents or con- 
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centrate on residents requiring full or 
semi-custodial care. Only the most 
accurate cost information will supply 
reliable data if “dangerous” decisions 
are to be avoided. Cash basis account- 
ing is simply inadequate, particularly 
in a field enjoying dynamic growth. 


DEPRECIATION 


Without going into a detailed dis- 
cussion of this much debated issue, it 
should be noted that there is a great 
variety of views on an allowance for 
depreciation. Because of growing re- 
search grants and more intense deal- 
ings with governmental agencies, re- 
imbursement formulae including rea- 
sonable depreciation provisions will 
have to be devised. 

A practical approach will be found 
in properly integrating the replacement 
policy, now widely used, with depre- 
ciation accounting. Minor plant and 
equipment, which the general funds 
are capable of financing, will continue 
to be “replaced,” while all major capi- 
tal items financed out of building fund 
resources, etc. will be subject to nor- 
mal depreciation procedure. Since the 
depreciation provision does not re- 
quire funding and does not give rise 
to a liability from the general fund, 
the credit is made to a surplus reserve 
account called “use of fixed assets 
contributed by the Plant Fund.” In 
the plant fund accounts, the credit is 
to a depreciation allowance account 
while the debit, “use of fixed assets 
contributed to General Fund,” is 
charged against the equity account of 
the plant fund, thereby no serious 
financial problems would be created. 


UNIFORM CHART OF ACCOUNTS 


While rules set by public authorities 
sometimes conflict with sound account- 
ing principles, in the old-age home 
field such rules have produced some 


positive results. The needs of the 
“rate setting” public agencies to obtain 
financial reports necessitated the de- 
velopment of uniformity of account 
classifications and has led to the adop- 
tion of a uniform chart of accounts by 
most of the old-age institutions in 
New York State. The chart is a ster 
in the right direction but will have tc 
be followed up by further refinements. 
It is based on a departmental break- 
down which, however, does not satisfy 
the growing need for recording sepa- 
rately costs and income applicable to 
the various categories of residents 
(ambulatory, semi and fully custodial, 
etc.). Some accounts are catch-alls. 
which impair the usefulness of the uni- 
form accounts to the institutions as 
well as to the public agencies. The 
weakness of the chart is traceable to its 
origin. The Greater New York Fund, 
serving many different non-profit insti- 
tutions in the New York metropolitan 
area, years ago devised one “all pur- 
pose” chart of accounts for all of its 
member agencies. This chart was later 
adopted by the New York State De- 
partment of Social Welfare, with minor 
variations. In view of the peculiarities 
and the growing complexities of old- 
age home operations, this chart is now 
subjected to uncoordinated improve- 
ments, by each home, with a resulting 
loss of uniformity. 

It should also be noted that the 
New York State Department of Social 
Welfare issued rules concerning gen- 
eral fund accounts only. The account- 
ing practices of other funds are there- 
fore left to the discretion of the indi- 
vidual institutions. 


AUDITING PROBLEMS 


The auditor of old-age homes faces 
a number of peculiar problems in 
auditing and if his examination extends 
into financial management operations. 
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These are instances of such problems: 

(A) The absence of clearly estab- 
lished rates, and the existence of the 
“ability to pay” philosophy, may cause 
losses of income of considerable mag- 
nitude. In a number of institutions, 
upon admission, the families of resi- 
dents reach financial agreements with 
lay or professional admission commit- 
tees that are not always fully acquaint- 
ed with the financial ability of the 
families. The financial investigations 
are made by social workers because of 
the “social outlook” of the institu- 
tions. The problem before the auditor 
is not that of questioning institutional 
and “social” policies. But he has an 
obligation not to overlook possible 
sizeable losses of income and to make 
disclosure. 

The answer may have to be found 
in a new approach—the setting of a 
“bed rate” by the institution and the 
automatic accrual thereof. Concur- 
rently, a rebate or variation account, 
reflecting the difference between the 
actual and the bed rate, would dis- 
close such losses of potential income. 
This method would result in making 
admission committees rate conscious, 
and in producing more meaningful 
operating data. It should be noted, 
in this connection, that (a) a small 
percentage of residents pay a higher 
rate than cost and help reduce oper- 
ating deficits to a small extent, (b) 
costs have continued to rise over the 
years, and (c) the rate should repre- 
sent a reasonable objective at which 
to aim. 

Taking these points into account, 
it is clear that prior year costs cannot 
be a rigid criterion in establishing 
rates. A bed rate set at about 15 to 
20 percent above prior year cost may 
solve the problem at this time. 

(B) A similar problem is posed by 
a situation frequently created by resi- 


dents who are admitted while in com- 
paratively good physical or mental 
condition but who subsequently de- 
velop conditions that require an in- 
tense type of care in the hospital sec- 
tion. The costs in such sections are 
considerably higher and rate adjust- 
ments are therefore necessary. The 
“social” outlook of the institutions, at 
times causing delayed and inadequate 
rate adjustments, may result in heavy 
losses of potential income which the 
auditor may not question but which he 
may raise for consideration. The an- 
swer may be to set a separate bed rate 
for this category and a related rebate 
or variation account. 

(C) The accounts receivable due 
from residents’ families for mainte- 
nance are confirmed rarely. The insti- 
tutions generally feel that they may 
thereby cause controversies within the 
families of the residents. Besides, the 
value of confirmations sent to non- 
business people, because of poor re- 
sponses, is a point which deserves 
further study (hospitals have a similar 
problem). 

Furthermore, the balance receivable 
from the biggest debtor of old-age 
homes, the Department of Welfare, 
cannot be confirmed because techni- 
cally there is no direct financial re- 
lationship. The Department of Welfare 
pays directly to its clients who, in turn, 
endorse the checks over to the insti- 
tutions. This should not prevent the 
auditor from expressing an opinion 
provided mention is made as to the 
auditors’ failure to request confirma- 
tion of receivables. 

(D) The difficulties connected with 
taking an inventory of medical supplies 
have produced a situation whereby 
some supplies are expended while 
others are charged when used. This 
inconsistency calls for disclosure by 
the auditor. In view of the new trends 
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in the field, medical supply inventories 
will reach proportions demanding pro- 
cedures now prevailing in general hos- 
pitals. 

Audit Programs. Audit programs 
for old-age homes, while drawing on 
hospital audit experience, will have 
to be adapted to the peculiarities of 
old-age home operations. Here are a 
few suggested steps peculiar to the 
geriatric field. 

O. A. A. Maintenance Rate. The 
basic document is represented by the 
yearly letter of the Department of Wel- 
fare establishing the Old Age Assist- 
ance rate for ambulatory residents as 
well as for patients requiring full time 
hospital care. This letter also sets the 
rate at which advance payments are to 
be amortized. This will enable the 
auditors to review the “residents’ ad- 
vance maintenance accounts” for the 
purpose of ascertaining that the 
monthly charges have been properly 
determined. It also will enable them 
to test the old-age assistance resident 
accounts and check the correctness of 
the payments received. 

Contractual Agreement with the 
Department of Welfare. A_ careful 
review of this agreement, outlining the 
services to be performed by the Home, 
is most important. It will enable the 
auditors to ascertain on a test basis 
that special services performed. but 
not included by the contractual agree- 
ment, are properly reimbursed through 
special grants of the Department of 
Welfare or charged to families, etc. 
For the same reason policies set by the 
trustees should be carefully examined. 

Minutes of Admission Boards. In 
view of the wide range of rates charged 
for the same type of services, it is 
essential that the minutes of the ad- 
missions committee be examined and 
compared with the accounting records. 
This step may bring to light incorrect 
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board rates and other misapplications 
of the terms of the admission agree- 
ment, such as securities not turned in, 
etc. 

Admissions Register. Tests should 
be made of the admissions register 
against resident accounts to make sure 
that all residents are accounted for in 
the accounting department and their 
board paid. 

Death Notices. A check of death 
notices to the accounts receivable rec- 
ord should be made to determine fi- 
nally whether all proper charges to 
the deceased’s account have been made 
and open balances collected. A check 
of the advance maintenance account 
of deceased residents should be made 
to ascertain the disposition made of the 
unused funds. A review should be 
made of the reserve for burial trust ac- 
count (residents often deposit a certain 
amount to be used for the purpose of 
burial costs) of the deceased residents. 
The auditor should also make sure that 
all property left by the deceased has 
been handled in accordance with the 
original agreement and the policies of 
the institution. 

Income Census. The auditor should 
compare monthly income with income 
which should have been collected ac- 
cording to the resident listing, and rec- 
oncile discrepancies. This step may 
bring to light weaknesses in the internal 
control. 

Surprise Pay-Off of Allowances. The 
auditor should make a surprise pay-off 
of cash or checks received for allow- 
ances to be distributed to residents. 
This includes Welfare Department al- 
lowances as well as those that may 
come out of the residents’ own funds. 
Undelivered envelopes should be in- 
vestigated. This is a very sensitive area 
because many residents sign with an 
“X” mark and some are not fully 
aware of the meaning of the trans- 
action. 
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Legal Precedents 
For Proper Reporting 


Of Leases 


By RoBErT H. MILLs, Ph.D., CPA 


The growth of the lease device for se- 
curing both short-term and long-term 
capital funds has been one of the most 
significant developments in the area of 
finance in the past twenty-five years. 
Financial writers have discussed this 
development extensively and writers in 
accounting have expressed themselves 
as to the proper recording and disclos- 
ure of these leases.! 

Present reporting practice relating to 
leases consists basically of footnote dis- 
closure of significant terms of the lease 
in accordance with the pronounce- 
ments of the American Institute of 
Certified Public Accountants and the 
Securities and Exchange Commission. 
It is the purpose of this paper to ex- 
amine legal terminology and cases 
which give strong precedent to requir- 
ing disclosure of leases in the body of 
the financial statements themselves as 
opposed to solely footnote disclosure. 

The conclusion is reached that in the 
interests of informative financial re- 
porting to stockholders, creditors, and 
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of Accounting, School of Business Admin- 
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Haskins & Sells and has lectured and en- 
gaged in research at the University of Wis- 
consin. 


other interested parties, leases should 
be recorded in the accounts and shown 
on the face of the balance sheet instead 
of being relegated to an inauspicious 
footnote status. 


PRESENT POSITION OF THE AICPA AND 
THE SEC REGARDING LEASE DISCLOSURE 


In October, 1949 the Committee on 
Accounting Procedure of the American 
Institute of Certified Public Account- 
ants (formerly, American Institute of 
Accountants) indicated its concern 
with the problem of lease disclosure 
when it issued Accounting Research 
Bulletin No. 38, “Disclosure of Long- 
Term Leases in Financial Statements 
of Lessees.” The committee took the 
position in this bulletin that accounting 
procedures which theretofore had been 
considered adequate could result in the 
failure to disclose “material facts af- 
fecting judgments based on the finan- 
cial statements of a corporation; and 
that those who rely upon financial 
statements are entitled to know of the 
existence of such leases and the extent 
of the obligations thereunder .. .” 

The committee recommended that 
the following procedures be adopted in 
order to avoid misrepresentation of 
fact or failure to disclose material 
facts: 


“(a) disclosure should be made in 
the financial statements (un- 
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derlining mine) or in notes 

thereto of 

(1) the amounts of annual 
rentals to be paid under 
such leases with some in- 
dication of the periods 
for which they are pay- 
able, and 

(2) any other important ob- 
ligation assumed or guar- 
antee made in connec- 
tion therewith 


“(b) the information should be giv- 
en not only in the year in 
which the transaction origi- 
nates but also as long there- 
after as the amounts involved 
are material; and 

“(c) in addition, in the year in 
which the transaction origi- 
nates, there should be disclos- 
ure of the principal details of 
any important sale-and-lease 
transaction.” 


The Securities and Exchange Com- 
mission has adopted substantially the 
same position in Rule 3-18 of Regula- 
tion S-X, which states: 


(a) If material in amount the per- 
tinent facts relative to firm 
commitments for the acquisi- 
tion of permanent investments 
and fixed assets and for the 
purchase, repurchase, con- 
struction, or rental of assets 
under long-term leases shall 
be stated briefly in the balance 
sheets (underlining mine) or 
in footnotes referred to there- 
in. 


‘“(b) Where the rentals or obliga- 
tions under long-term leases 
are material there shall be 
shown the amounts of annual 
rentals under such leases with 
some indication of the periods 
for which they are payable, 


together with any important 
obligation assumed or guaran- 
tee made in connection there- 
with. If the rentals are condi- 
tional, state the minimum an- 
nual amounts.” 


The above recommendations of the 
Committee on Accounting Procedure 
and the S.E.C. are of such a general 
nature that a wide variation is found 
in published financial reports in the 
amount of detail disclosed and the man- 
ner of disclosure. Findings published 
in the 1960 and prior issues of Account- 
ing Trends and Techniques, which 
summarizes annual reporting practices 
of six hundred leading corporations, 
indicate that the most frequent loca- 
tion of the details regarding long-term 
leases is in the footnotes to the finan- 
cial statements, although occasionally 
a more complete explanation of the 
company’s transactions involving long- 
term leases is offered in the “letter to 
stockholders” section of the annual re- 
port. 

It is important to note that both the 
A.LC.P.A. and the S.E.C. recommend 
that material facts concerning leases 
must be disclosed either in the face of 
the financial statements themselves or 
in footnotes relating to the financial 
statements. In actual reporting prac- 
tice, however, very few reporting firms 
have actually disclosed leases in the 
face of financial statements with the 
result being material details as to the 
existence of important leasehold rights 
and liabilities have been relegated to 
a footnote status. 

The question must be resolved 
whether informed financial reporting 
demands that legal rights and legal re- 
sponsibilities arising from lease trans- 
actions be recorded in the accounts and 
thus be shown on the face of financial 
statements. Before considering legal 
cases which add considerable weight to 
formal recognition in the accounts of 
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lease rights and responsibilities, let us 
briefly review some of the criticism 
expressed against financial reporting 
which fails to recognize lease rights 
and responsibilities as assets and lia- 
bilities. 


“THE BALANCE SHEET FACADE’ = 


Joel Dean, writing with a poignant 
pen, expressed himself as follows re- 
lating to the use and reporting of the 
lease device for raising capital: 

“Furthermore, debt lowers the 
credit standing of the firm and 
smears the balance sheet facade that 
is such a large part of management’s 
reputation. This grves added attrac- 
tion to getting capital by leasing as- 
sets instead of purchasing them .. .”* 

A financial writer for Business Week 
in discussing lease-backs made the fol- 
lowing acute observation: The sale and 
lease-back transaction “can in effect 
raise money that shows up on the bal- 
ance sheet merely as a contingent lia- 
bility rather than as a fixed debt. The 
same sum obtained through the sale of 
a mortgage or a debenture issue would, 
as a lease specialist points out, ‘go 
down on the balance sheet, with the 
interest rate for all to see. Suppose 
that, five years from now, borrowing 
rates dropped,’ he says, ‘then the com- 
pany is stuck with that high rate of in- 
terest staring every stockholder in the 
face.” With lease backing, nothing 
shows except a footnote in small type 
—and no one figures rent as a debt.””* 

Security and financial analysts have 
also commented on the inadequacy of 
disclosure relating to lease financing. 
For example, E. L. Savage writes, 

“Another piece of information not 
usually available to us, unless we 

consult 10 K reports of the S.E.C., 

is the amount of rentals paid. This 

may not be significant in many cases, 
but, where it is, it should not be nec- 


essary for us to go to the expense 
and inconvenience of securing the 
information from reports made to 
governmental bodies.” 


Mr. Horngren has commented in a 
similar vein as follows: 

“The rash of sales and lease-back 
transactions which has taken place 
in the past decade has forced ana- 
lysts to be exceptionally careful in 
comparing firms in industries where 
such financial arrangements are 
widespread. The retailing industry 
is the primary example. The result 
of such arrangements has been to 
create large rentals in relation to 
business done, and in good part to 
replace the older part of bonded 
debt, which was visible on the bal- 
ance sheet, with long-term lease ob- 
jigations which are relatively in- 
visible.’ 


The above excerpts express the con- 
cern felt for adequate disclosure of 
lease arrangements and the failure of 
balance sheets to disclose these facts 
to interested parties. 

The question boils down to whether 
a “leasehold” is an asset and whether 
amounts owing relating to a “lease- 
hold” constitute a liability which should 
be recognized in the accounts. Let us 
now examine legal cases and account- 
ing and legal definitions and concepts 
to see whether leases should be re- 
corded in the accounts. 


LEGAL PRECEDENTS FOR 
RECORDING LEASES 


The leading case for recognition of 
the lessee’s liability under a lease is 
Hyatt v. Anderson’s Trustee, Ken- 
tucky.* The facts in this case are as 
follows: 

The John A. Etheridge Company, in 
which Hyatt owned 50 shares of stock 
of par value of $100 each, leased a cer- 
tain storehouse in Louisville for a term 


462 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JULY 1961 





It | 


me 
Stal 


the 


of five years. Hyatt sold his stock 
shortly after the lease was signed and 
the company failed soon after. Section 
547 Ky. St. 1899 provided: “The 
stockholders of each corporation shall 
be individually responsible equally and 
ratably, and not one for the other, for 
all contracts and liabilities of such cor- 
poration to the extent of the amount of 
their stock at par value, ... and no 
transfer of stock shall operate as a re- 
lease of any such liability existing at 
the time of such transfer: provided, 
the action to enforce such liability shall 
be commenced within two years from 
the time of transfer.” The action to 
recover on the lease was commenced 
within the two-year period. 

The court held for the lessor stating 
“The contract of lease was made while 
appellant was a stockholder. The cor- 
poration became liable by that contract 
for the monthly payment of rent from 
the making of the contract until its ex- 
piration five years later. This liability 
existed at the time appellant sold 
his stock. It is true, the installments, 
had not matured for the time that is 
now in controversy. Still the liability 
existed. Creditors of corporations, and 
stockholders in them, took their rights 
subject to the statute.” 

The court then cited the findings of 
the court in White v. Green* in support 
of its position as follows: 

“The word ‘liability’ is much more 
comprehensive than the term ‘debt’; 
‘liability’ meaning the state or condi- 
tion of one who is under obligation 
to do at once or at some future time 
something which can be enforced by 
action.” 


It may exist without the mght of im- 
mediate enforcement. 

In Chaney v. Whitney® the court 
stated: 

“A ‘lease’ is similar to a ‘sale,’ as 
there are three absolutely necessary 


essentials common to both: the thing, 
the price, and the consent.” 

Related cases where contractual pay- 
ments in the future have been held to 
represent “liabilities” within the consti- 
tutional or legal framework of various 
public governing bodies are exempli- 
fied by the facts and findings presented 
in Niles Waterworks v. City of Niles’ 
as follows: 

The charter of a municipal corpora- 
tion provided that the common council 
should have no power to contract 
debts, incur liabilities, or make expen- 
ditures in any one year which would 
exceed the revenues for the same year, 
unless first authorized to do so by a 
majority vote of the taxpayers. A con- 
tract entered into, without submitting 
the question to the taxpayers, provided 
for a supply of water for a term of 
years at a cost per year which would 
not exceed the authorized levy for past 
years, but the aggregate of which would 
exceed any such percentage as could 
be allowed in any one year. The court 
held that the whole contract obligation 
to the full extent of the rental for the 
entire period of years covered was a 
“liability” within the meaning of the 
charter, so that the contract was void. 

These cases show the proper broad 
view Of liabilities held by the courts. 
Bouvier’s Law Dictionary summarizes 
the legal definition of ‘liability’ as 

“responsibility; the state of one who 

is bound in law and justice to do 

something which may be enforced 
at action. This liability may arise 

from contracts either express or im- 

plied, or in consequence of torts 

committed.”!! 


LEASES AS ASSETS 

What are leaseholds and leases from 
the legal point of view? Do they fit into 
broad accounting definitions of assets 
and liabilities presented on financial 
statements in accordance with the go- 
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ing-concern concept of financial report- 
ing? If not, why not? These are ques- 
tions to which we must now turn our 
attention. 

A leasehold has been defined as “fan 
estate in realty held under a lease,” and 
as the right to use property on which a 
lease is held for the purposes of the 
lease.!* For all practical purposes it is 
equivalent to absolute ownership.’* It 
is intangible property, which the law 
recognizes as having value, but which 
is incorporeal in its nature.’* The lease- 
hold is an entity in itself distinguishable 
from the fee out of which it issues. 

A ‘lease’ has been said to be 
“nothing but a contract, and is gov- 
erned by the same rules that other con- 
tracts are.” It is “a contract for the 
possession and profits of lands and 
tenements on the one side, and a re- 
compense of rent or other income on 
the other.”!7 It is “a conveyance by 
the owner of an estate to another of a 
portion of his interest therein for a 
term less than his own, and it passes 
a present interest in the land for the 
period specified.”’18 

For accounting purposes assets have 
been defined as “economic resources 
devoted to business purposes within a 
specific accounting entity; they are ag- 
gregates of service-potentials available 
for or beneficial to expected opera- 
tions.”?® Assets are in general, then, 
“all the physical things and rights (in- 
cluding intangibles) owned by the en- 
terprise which have economic signifi- 
cance or value to the enterprise.””° 

Does a leasehold represent an asset 
to the lessee in the accounting sense? 
It certainly does. While a leasehold is 
an intangible, it gives the lessee, or his 
assignee, the exclusive right to use the 
property for a fixed period of time. A 
leasehold has considerable economic 
value to the going-concern and might 
well have a monetary value even in the 
case of liquidation. 


LEASES AS LIABILITIES 


Liabilities for accounting purposes 
have been described as “interests or 
equities of creditors (which) are claims 
against the entity arising from past ac- 
tivities or events which, in the usual 
case, require for their satisfaction the 
expenditure of corporate resources.”*! 
A lease would certainly seem to fit in 
this proper broad definition of liabili- 
ties since it represents a contractual 
obligation, whereby the lessor has re- 
linquished his rights to utilize land or 
other property in return for a promise 
by the lessee to pay rent for a fixed 
period of time and, in many cases, to 
assume other ownership responsibilities 
relating to the property such as pay- 
ment for repairs, maintenance, and 
taxes. Future periodical rent payments 
certainly require the expenditure of 
corporate resources by the lessee. 


REASONS FOR NOT REPORTING LEASES 


If the above statements are true, why 
do accountants continue to fail to re- 
port leaseholds as assets, and lease ob- 
ligations as liabilities, on the face of the 
balance sheet? There seem to be three 
possible broad answers which merit ex- 
amination. 

1. Lease Rights and Obligations 
Compose Unperformed Contract. J. B. 
Canning defined an asset many years 
ago as “any future service convertible 
into money (except those services aris- 
ing from contracts the two sides of 
which are proportionately unper- 
formed) the beneficial interest in which 
is legally or equitably secured to some 
person or set of persons.”’”* 

Paton and Paton make a similar 
comment relating to payments that 
must be made in the future when they 
state 

“It is neither necessary nor desirable 

to show in the position statement 

(balance sheet) estimates of liabili- 

ties entirely associated with trans- 
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actions and activities of the future 
. .. Mere forebodings are not liabili- 
ties. It should also be noted that 
the ordinary contract which is as yet 
wholly unperformed by both parties 
. . . does not give rise to a recog- 
nizable liability.” 


Both noted authors, whose position 
is apparently sanctioned and adopted 
in current financial accounting prac- 
tice, would probably argue in essence 
that the future service-potential of a 
leasehold has not been received by the 
business entity as of the date of the 
signing of the lease and therefore there 
is no corresponding liability to be re- 
corded. In short, they would probably 
argue that for financial reporting pur- 
poses a lease represents an executory 
contract with unperformed acts by both 
parties as opposed to an executed 
contract which would recognize from a 
going-concern viewpoint the receipt of 
exclusive rights (service-potentials) by 
the lessee with corresponding obliga- 
tions to the lessor as of the date of the 
execution of the lease. 

2. Limited Liability for Leases Un- 
der Liquidation Circumstances. It has 
been properly recommended that: 

“at the time a lease is entered into, 
the cost of the property involved, 
less any residual value recognized in 
the schedule of rental payments, 
would be reflected on the balance 
sheet as a leasehold asset. A corre- 
sponding amount would be shown 
on the liability side, representing the 
present value of the rental payments 
which the company is required to 
make during the fixed period of the 
lease. Each of these items would 
be amortized over the basic lease 
period by the amount of principal 
repayment included in each rental 
payment. The remainder of the rent- 
al payment would be recorded as ‘in- 
terest paid’ on the income state- 
ment.”4 


This recommendation properly states 
the balance sheet value of the leasehold 
asset and the corresponding liability, 
at the time the lease agreement is exe- 
cuted, at their present values, which 
values recognize the expectation that 
the contractual obligations under the 
lease will be fulfilled by both the lessor 
and the lessee over the entire term of 
the lease. This is entirely in keeping 
with the accepted going-concern con- 
cept of financial reporting. 

It should be recognized that statu- 
tory limitations generally restrict a 
lessor’s claim against a lessee for 
breach of contract to a maximum of 
one year’s rent in bankruptcy and three 
years’ rent in reorganization provided, 
in either case, that the trustee rejects 
the lease. On the other hand, a debt 
holder would be entitled to a claim for 
the full principal amount owed him.*5 

For short-term credit and liquida- 
tion purposes it may be argued that the 
values shown should be limited to the 
amounts of these maximum claims. For 
long-term analysis from a going-con- 
cern viewpoint, it would seem lease 
obligations should be treated similar 
to obligations under a bond indenture 
since inability to meet either might re- 
sult in insolvency. 

There would appear to be little jus- 
tification for the normal reporting of 
leases on a short-term basis as if an- 
ticipating a breach of contract. 

3. Amounts Due Under Lease Obli- 
gations. Some critics would point out 
the difficulty in ascertaining the 
amounts to be shown on the balance 
sheet due to such complications as de- 
termining percentage rentals above 
fixed minimums, the portion of rental 
payments under “gross leases” which 
represents taxes, insurance, and main- 
tenance expenses, and incoming rentals 
under sublease arrangements. While it 
is readily admitted that it would be 
virtually impossible to state the precise 
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amount due under lease obligations, 
such complicating factors seem rela- 
tively minor in comparison with the 
key question of recognizing the exist- 
ence of an asset and the real (not con- 
tingent) liability even if the amount of 
the asset and liability must be estimated 
to some extent. 

Rentals for most long-term leases 
are established at an annual amount 
which will permit the lessor to secure 
a rate of return consistent with the 
risks he assumes and the alternative in- 
vestment opportunities available to 
him. The periodical rentals are looked 
upon as an “annuity,” thus including 
both interest and principal payments, 
which will make the investment a suc- 
cessful one in relation to alternatives 
with the possibility of a residual value 
in the property regarded as an element 
of potential additional gain. 

A minimum monthly rental is nor- 
mally stipulated which is sufficient to 
return the lessor’s cost plus interest 
over the non-cancellable term of the 
lease. Additional rentals above this 
minimum are required at a stated per- 
centage of monthly sales over a speci- 
fied level, or, less frequently, of net 
profit. 

Where a lease provides for a per- 
centage of sales or of profit in addition 
to a stated annual rental, at least the 
minimum liability under the lease 
should be stated (SEC rule 3-18(b) 
of Regulations S-X prescribes similar 
treatment). This would adequately 
cover the vast majority of these types 
of lease arrangements since the mini- 
mum liability is normally the amount 
the lessor expects to recover as an 
“annuity” over the basic non-cancel- 
lable term of the lease. However, 
where anticipated rental payments are 
actually expected to exceed the mini- 
mum, the liability could be increased 
on the basis of the best estimate pos- 
sible from the currently available in- 
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formation. All such estimates might 
well be subject to change in future 
years as conditions change or clarify. 

Uncertain debts also appear in “net 
leases,” and others however named, 
where the lessee agrees to pay all or 
certain property expenses such as prop- 
erty taxes, insurance, maintenance and 
other pertinent items. Even under such 
leases the “annuity” concept exists and 
lessor and lessee may well have estab- 
lished the elements of interest, princi- 
pal and the balance to cover the ex- 
penses to be paid. In such cases, too, 
the best estimate should be made of 
the minimum liability, even providing, 
as predictable, for inflationary tenden- 
cies and the attrition of increasing age. 


GROWING RECOGNITION OF 
DEBT IMPLICATIONS OF 
LEASE ARRANGEMENTS 


Institutional inventors are the pri- 
mary sources of funds for lease financ- 
ing in this country. For the most part 
institutional investments are restricted 
by statute or by choice to those senior 
securities and mortgages which involve 
a minimum of risk. 

Institutional investors in lease financ- 
ing transactions, as do all prudent in- 
vestors extending credit, look as much 
to the general credit of the company 
than to the value of the property in- 
volved. In a leasing transaction, insti- 
tutional investors usually provide 100 
percent of the financing whereas un- 
der a mortgage loan arrangement, the 
amount of the loan would normally be 
restricted to some percentage of the 
value of the property. For all practical 
purposes loans based on leases are 
treated as general credit obligations of 
the company with the primary analysis 
being made in their bond departments 
(using the same standards as are used 
in evaluating direct debt obligations) 
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rather than in their mortgage loan de- 
partments. Bond indentures and loan 
agreements now often include restric- 
tions on the aggregate amount of a 
company’s rental obligations and on 
the sale and lease-back of assets which 
indicates a recognition by investors and 
lenders that it is useless to restrict the 
incurring of additional long-term debt 
while permitting the same _ result 
through lease financing.*° 

Important regulatory authorities are 
well aware of the need of recognition 
of lease obligations as a form of debt. 
For example, the New York State In- 
surance Law, which in effect fixes the 
quality standards for broad categories 
of investments made by the very im- 
portant group of insurance companies 
licensed to do business in the State of 
New York, prescribes an earnings cov- 
erage test of fixed charges which in- 
cludes “rentals for leased properties.” 

Similarly, one of the tests prescribed 
by the Securities and Exchange Com- 
mission for companies filing its Form 
S-9, an abbreviated registration state- 
ment for high-quality debt issues, re- 
lates to the number of times the com- 
pany has earned its “fixed charges” 
which are defined to include, in addi- 
tion to interest, “an appropriate por- 
tion of rentals under long-term leases.” 

At present, the Securities and Ex- 
change Commission requires full dis- 
closure of material facts concerning 
long-term leases but has refused to per- 
mit lease rights and obligations to be 
reflected as assets and liabilities in bal- 
ance sheets of registered companies. 
The S.E.C. will, however, permit 
these amounts to be shown “short,” 
as memorandum figures, but not in- 
cluded in the balance sheet totals. The 
reason given for the S.E.C. position 
is that the reflection of such amounts 
in the balance sheet proper is not “in 
accordance with generally accepted ac- 
counting principles.”*? 


INADEQUACY OF FOOTNOTE 
DISCLOSURE 


Many accountants would contend 
that if all of the material facts relating 
to leases are disclosed in the notes to 
financial statements, the reporting 
problem is solved. Such a position is 
apparently justified in their mind due 
to the sacrosanct nature in which foot- 
notes are held by many accountants 
when accompanied by such words as 
“the accompanying notes are an in- 
tegral part of the financial statements.” 
The acid comments of financial writers 
and other observers to the relegation 
of the disclosure of the existence of 
important leases to footnote status has 
already been discussed above. Whether 
accountants agree or not, items which 
appear in the body of financial state- 
ments have a much more important 
impact on the general reader than items 
appearing solely in the small print of 
footnotes. 

Footnote disclosure alone tends to 
indicate that leases are erroneously 
considered as some type of contingency 
although the Committee on Account- 
ing Procedure of the A. I. C. P. A. is 
careful to point out that obligations 
under long-term leases are not to be 
considered as contingencies.** 


ACCOUNTING FOR AND REPORTING 
OF LEASE TRANSACTIONS 


The periodical rental payments un- 
der the typical long-term lease repre- 
sent an “annuity” and thus include 
both interest and principal payments. 
We shall confine our illustration to a 
simple non-cancellable lease with no 
purchase options. The existence of a 
purchase option, depending on_ its 
terms, might pose an entirely different 
problem since the lease may be nothing 
more or less than an installment pur- 
chase in which case the reporting would 
be entirely different. Renewal options 
pose a separate problem in themselves. 
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The author is of the opinion that until 
such time when it is definitely known 
that the renewal options will be exer- 
cised, the discounted value of such op- 
tions should not be shown in the ac- 
counts but pertinent information 
relating thereto should be shown in the 
footnotes. 


Let us assume the lessor has erected 
a building at a cost of $1,000,000 
which he leases for twenty years. The 
rentals are set to provide the lessor 
with a complete return of cost plus 
interest at five percent on the declin- 
ing investment, compounded semi-an- 
nually. From interest tables showing 
the present value of an ordinary an- 
nuity of 1 per peridd for forty periods 
at 242% per period, the rentals are 
computed to be $39,836 payable semi- 
annually. First year entries on the les- 
see’s books, assuming the lease is ef- 
fective January 1, are illustrated as 
follows: 


JANUARY 1 
Leasehold ................. $1,000,000 
Present Value of 
Long-Term Lease 
Commitments ...... 
To record entering 
into a contractual 
agreement under a 
long-term  non- 
cancellable lease. 
JUNE 30 
Interest Charges ...... $ 25,000 
Present Value of 
Long-Term Lease 
Commitments ...... 14,836 
CS eee $ 39,836 
To record payment 
under lease con- 
tract with recog- 
nition of interest 
(2.5% x $1,000,- 
000) and reduc- 
tion of principal. 
DECEMBER 31 
Interest Charges ...... $ 24,629 
Present Value of 
Long-Term Lease 
Commitments ...... 15,207 
COT: eee $ 39,836 


$1,000,000 


To record payment 
under lease con- 
tract with recog- 
nition of interest 
[2% % x ($1,000,- 
000 — $14,836)] 
and reduction of 
principal. 

DECEMBER 31 

Leasehold Amortiza- 
CT aera eer $ 50,000 


Allowance for 
Amortization 
(or Leasehold) $ 50,000 


To assign against 
revenues one-twen- 
tieth of leasehold 
cost. 


The cost of the leasehold should be 
amortized and charged to revenues 
over either the estimated economic life 
of the property, or the term of the 
lease, whichever period is shorter. In 
the example above it was assumed the 
building had an estimated economic 
life of at least twenty years. The 
method of amortizing the leasehold 
cost illustrated above was the straight- 
line method. Actually the determination 
of the amortization method for assign- 
ing leasehold costs, whether “straight- 
line” or one of the “interest” methods 
should be an independent management 
decision. 

Giving effect to the above entries, 
the accounts relating to the lease would 
appear as follows on the balance sheet 
as of December 31: 


Non Current Assets: 


Leasehold ........ $1,000,000 
Allowance for 
Amortization 50,000 $ 950,000 





Current Liabilities: 
Principal Amount Due Under 
Long-Term Lease Commit- 
1, gee ae A eee SOR $ 31,564 


Long-Term Liabilities: 
Present Value of Long-Term 
Lease Commitments (Ex- 
cluding portion shown 
under current liabilities. 
See footnotes to financial 
statements for full details.) $1,938,393 
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The footnotes to the financial state- 
ments should briefly state important 
details about the lease such as initial 
term, renewal options, rate of interest 
implicit in rentals, annual gross rentals, 
ownership responsibilities assumed un- 
der the lease arrangement, etc. 

The income statement of the lessee 
from the entries illustrated above 
would reflect the following items after 
the first year of operation under the 
lease: 

Leasehold Amortization.. $50,000 

Interest Charges ............ 49,629 
The sum of these two items is not 
equal to the sum of the “rental” pay- 
ments of $79,672 made during the 
year. This is due to the fact that the 
payments during the early term of the 
lease are presumed to consist largely 
of interest with relatively minor por- 
tions of the “rental” payments being 
applicable to principal. The propor- 
tion of each “rental” payment which 
is interest will decline with each sub- 
sequent payment and the portion which 
is repayment of principal will increase. 
As explained above, the amount of 
“leasehold amortization” expense de- 
pends upon the amortization method 
adopted and the period of write-off. 


CONCLUSIONS 


The whole question of adequate 
footnote disclosure begs the real ques- 
tion of whether property rights and 
obligations under leases constitute real 
assets and real liabilities. The only 
correct answer is that leasehold rights 
and responsibilities are assets and lia- 
bilities in the proper broad sense in 


which accountants use these terms. 
The financial impact of important lease 
arrangements should be shown on the 
face of financial statements. 


Accountants would do well to heed 
the language of the court in White v. 
Green cited above as follows: 


“The word ‘liability’ is much more 
comprehensive than the term ‘debt’; 
‘liability’ meaning the state or con- 
dition of one who is under obliga- 
tion to do at once or at some future 
time something than can be enforced 
by action.” 


This does not mean that accountants 
should recognize liabilities that are 
merely contingencies any more than 
they have in the past. This does mean 
that lease rights and resposibilities un- 
der contractual arrangements must be 
recognized and reported on the face 
of the balance sheet if the going-con- 
cern concept of financial reporting is 
to be fulfilled. 

While it will be difficult to change 
present business reporting practice re- 
lating to rights and obligations under 
leases, accountants must take the lead 
now in insisting on the disclosure of 
the existence of such rights and obliga- 
tions on the face of financial state- 
ments, with supplementary details 
where necessary appearing in foot- 
notes, if the integrity of the statements 
is to be preserved. In short, proper 
disclosure of lease rights and obliga- 
tions on the face of the statements 
must become “a generally accepted ac- 
counting principle” in explicit recog- 
nition of economic and legal facts. 
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THE PERPETUAL STRUGGLI 


The uniformity that draws on technology, and the diversity 
that draws on individuality; the authority that stems from the 
managers, and the rebellion, however muted, that stems from 
the managed—these are destined to be the everlasting threads 
of the future. They will continue in force when class war, 
and the contest over private versus public initiative, and the 
battle between monistic and atomistic ideologies, all have been 
left far behind in the sedimentary Jayers of history. 


“Industrialism and World Society,” HARVARD 
BusINEss Review, January, February 1961 
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Computer Programming 


for the CPA 


By HAROLD WEIss, CPA 


Electronic data processing increasingly affects the profession of 


certified public accountancy. 


A key to thorough comprehension 


of this revolution in office automation and management control 
lies in the apparently esoteric art of computer programming. The 
author discusses the present state of this art and concludes that 
every public accountant should get a computer exposure, prefer- 
ably an elementary programming course. 


Fror our purposes here, a computer 
may be defined as a group of electronic 
devices which accept raw data, manip- 
ulate it, make calculations, and pro- 
duce reports and documents, utilizing 
an internally stored program, and 
with a minimum of human interven- 
tion. To consider a payroll example, 
from clock cards, labor vouchers, and 
other variable data, from employee 
and other master files, a computer can: 

calculate gross pay 

make deductions 

compute payroll taxes 

print checks for net pay 

produce a payroll register 

make a factory labor distribution 

print a variety of other useful 

reports 





HAROLD WEISS, CPA, is Manager-Ap- 
plication Engineering for the General 
Electric Computer Department and As- 
sistant Professor of General Business Ad- 
ministration at Arizona State University. 
He is one of the authors of PROGRAM- 
MING BUSINESSS COMPUTERS by 
McCracken, Weiss and Lee, published by 
John Wiley and Sons. 
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The functional parts of a stored 
program computer are input, output, 
memory (storage), arithmetic (proc- 
essing), and control sections. Most 
computers perform many thousands of 
operations, such as addition and mul- 
tiplication, each second. They are in- 
herently much more accurate than 
clerks and they can be set up so 
that on the relatively rare occasions 
when they do make mistakes they 
usually give an indication of that fact. 

The elementary decisions of which 
a computer is capable are vastly 
simpler than those which a human can 
make, but computers can at least take 
over the completely routine quantita- 
tive decisions of a business which do 
not make full use of a human being’s 
powers. For example, by comparing a 
stock level for a purchased part against 
a predetermined reorder point, the 
computer can alert purchasing per- 
sonnel of the need for replenishment 
of inventory. The computer, if de- 
sired, could alternatively produce a 
purchase order for the economic lot 
size and schedule the preferred vendor. 
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Furthermore, any decision which can 
be expressed completely in quantita- 
tive terms, no matter how complex, 
can be expressed as a combination of 
simple decisions, so that we some- 
times find computers doing rather sur- 
prising things in the area of decision 
making. We are discussing here not 
tabulating card systems, which require 
frequent human intervention, but more 
or less integrated electronic data proc- 
essing systems. 


COMPUTER USES 


Electronic computers were developed 
in the 1940’s to meet the burgeoning 
requirements of scientific calculation, 
mainly in military applications. Com- 
puters were and are essential to the 
development of our jet planes, mis- 
siles, and atomic technology. Elec- 
tronic data processors were born in 
the 1950’s and there has been a rapid 
growth in the last decade in the num- 
ber of computer installations with 
business applications. The 1960’s are 
witnessing a new category of computer 
applications—process monitoring and 
control. This means optimizing the 
operation of an oil refinery; controlling 
the tin plating of steel for cans; start- 
ing up, monitoring, and shutting down 
the large turbine of an electricity gen- 
erating station. Computers are also 
receiving major investigation for a 
variety of unusual applications such as 
language translation and information 
storage and retrieval. The last may 
include a search of abstracts of scien- 
tific papers, medical case histories, or 
automobile registrations. 

Computer usage for data processing 
has resulted primarily from three con- 
siderations: 

1. Such a proliferation of paper- 


work had occurred in many industries 
that more conventional data process- 


ing techniques were simply not feasible 
indefinitely. The New York Stock 
Exchange is regularly getting five mil- 
lion share trading days. Five years 
ago it was geared to a two million 
average volume day. Needless to say, 
computers are under active considera- 
tion.? 


2. The potential of significant cleri- 
cal savings in many areas, especially 
where high volume repetitive tasks ex- 
ist. Demand deposit (check) account- 
ing by banks is a prime example. 


3. The possibility of better manager- 
ial control through faster and more ac- 
curate reporting, as well as the use of 
scientific tools as aids in decision mak- 
ing. This frequently requires significant 
computing capacity. In some applica- 
tions, computers are keeping sales sum- 
marized and analyzed on a minute by 
minute, hourly, or daily basis. Com- 
puters are scheduling production ma- 
chines in factories, optimizing the flow 
of parts on conveyor systems, comput- 
ing the most profitable blending for 
flour. Much study is currently being 
devoted to management information 
systems in recognition of the potential 
competitive advantage which their im- 
provement may offer. 

The author estimates that at the be- 
ginning of 1961 more than two thirds 
of the approximately 4500 computer 
installations? were at least partly de- 
voted to business applications. This 
figure may be somewhat misleading in 
evaluating the impact of electronic data 
processing (EDP) since the largest en- 
terprises are usually the first to pioneer 
the new techniques. Not all these in- 
stallations have been successful, since 
human beings and the systems they de- 
velop play at least as important a role 


1“Busy Big Board,” Lee Silberman, The 
Wall Street Journal, March 10, 1961. 

2 Card calculators are excluded. See John 
Diebold and Associates Computer Census, 
ADP Newsletter, January 23, 1961. 
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in this success as the capabilities of the 
many computer “hardware” configura- 
tions. 


SECOND GENERATION OF COMPUTERS 


The decade of the 1960’s is experi- 
encing the development of a second 
generation of computers with an order 
of magnitude increase in computing 
power per “hardware” dollar expended. 
The development of miniaturized com- 
ponents, more efficient logical design, 
and improved manufacturing tech- 
niques have combined to produce data 
processors with significant capabilities 
at lower and lower prices and in 
smaller and smaller packages. This 
trend will continue and will greatly di- 
versify the use of computers. The new 
computers emphasize increased modu- 
larity—the ability to buy a minimal 
system and expand it later as loading 
grows, by acquiring larger memory, 
faster input and output devices, etc. 
At present you can rent a data pro- 
cessor with significant capabilities for 
$3,000 a month. A somewhat more 
modest computer, also recently an- 
nounced, sells for less than $25,000. 
One increasingly hears of “desk 
model” computers. 


DATA CENTERS 


There are other factors encouraging 
the diversification of computer usage. 
It is a virtual necessity in the large- 
scale marketing of computers for the 
manufacturer to establish data centers 
or service bureaus. These are installa- 
tions of the manufacturer’s computers, 
usually located in large cities, where 
anyone can rent computer time on an 
hourly basis. Programming and other 
consulting services are generally avail- 
able at these service centers. While 
such centers are usually established to 
assist in the sale of computers and to 
provide purchasers with equipment on 
which to “debug” their programs be- 


fore delivery, the centers are an excel- 
lent opportunity for smaller businesses 
to use electronic data processing with- 
out investing in equipment or even per- 
sonnel. Some very comprehensive plans 
have recently been announced by ma- 
jor computer manufacturers for elabo- 
rate networks of such service centers. 
Centers have also been established by 
individuals and organizations other 
than computer manufacturers. 

One manufacturer reports that it can 
do a complete 250 man payroll job for 
less than $100. Hourly rates at some 
centers run under $50 per hour, de- 
pending on equipment capability. A 
bank is setting up a computer center 
for the use of small companies. These 
developments not only open up com- 
puter usage to smaller companies, but 
they provide an opportunity for the 
smaller accounting practitioners to par- 
ticipate in the EDP revolution along 
with their clients. One CPA firm has 
even gone so far as to set up a com- 
puter service center for small busi- 
nesses on its own.? 

Another approach which could lead 
to wider use of electronic data process- 
ing is the cooperative, where several 
potential users in a community pool 
their resources and share the cost of 
a computer. The “SPAN” experiment, 
in which several medium-sized insur- 
ance companies in Hartford, Connecti- 
cut, enjoy the advantages of large-scale 
electronic data processing on a coop- 
erative basis, is a successful example.* 
Several banks are planning to share 
their computers and programs with 
other banks in the area. 


COMPUTER INDUSTRY GROWTH 
in 1954 it seemed that only a few 


3 “Computer Operation by a CPA Firm,” 
Gerald R. Broucek. The Journal of Ac- 
countancy, June, 1960. 

4“A Successful Venture in Computer 
Sharing,” Management and Business Auto- 
mation, May, 1960. 
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hundred of the largest corporations in 
the United States would be able to 
afford and use computers. Six years 
later one manufacturer of a recently 
announced “solid state’® data pro- 
cessor reported over 3,000 orders for 
this model alone. It is estimated that 
$600 million of general purpose com- 
puter equipment was shipped by man- 
ufacturers in 1960, much of it for 
business applications. For 1965 ship- 
ments, one estimate is $1,280 million, 
and for 1970 it is $2,200 million. These 
figures are consistent with estimates 
published in a recent Fortune article.® 

Regardless of the exact rate of 
growth, it is apparent that electronic 
data processing within the next decade 
will have a major impact on most cer- 
tified public accountants. It must also 
be anticipated that there will be exten- 
sive application of electronics and 
variable program concepts to conven- 
tional office machines. We are wit- 
nessing large communication systems 
linking geographically dispersed data 
sources to computers. The airlines, 
with flight reservations, and the mili- 
tary were among the first such users. 
Many businesses now are setting up 
centralized inventory records serving 
all outlying offices. Inventory ques- 
tions raised from remote locations 
receive almost instantaneous response 
from a computer handling the cen- 
tralized record keeping. Sales sent in 
by wire or microwave facilities can 
cause the placement of purchase orders, 
the design, manufacture, and shipment 
of products with hardly any human 
intervention at some facilities. Infor- 
mation is available to enable manage- 


5 Solid state computers utilize such de- 
vices as transistors to handle switching and 
storage functions previously performed by 
vacuum tubes. 

6 “The Coming Shakeout in Electronics,” 
Charles E. Silberman. Fortune Magazine, 
August, 1960. p. 186. 


474 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT 


ment to explore more fully alternate 
choices before making decisions. 


ACCOUNTANTS’ SPHERE OF INTEREST 


So far most interest by accountants 
has been in the auditing problems as- 
sociated with EDP. Most articles on 
this subject (with some notable excep- 
tions) have been characterized by an 
obvious lack by the authors of practi- 
cal experience in developing electronic 
data processing applications. There 
are many incentives for the CPA to 
broaden his knowledge of computers 
and how to develop systems around 
them: 


(1) Participation in feasibility 
studies where the client attempts to 
justify computer equipment in terms 
of clerical savings, better customer 
service, better management control of 
the business, etc. 


(2) Training personnel of the 
client’s management and “electronics 
committee” (computer evaluation) in 
computer fundamentals so that they 
may evaluate the results of the feasi- 
bility study. 


(3) Consultation in system devel- 
opment once a computer is chosen. 
The full potential of the computer is 
usually not even approached if the 
business attempts to place its current 
systems and procedures on the new 
computing equipment. Even small 
businesses can benefit greatly from 
the systems work and studies required 
to develop EDP applications. 


(4) Consultation in developing an 
adequate system of internal control 
around the computer. 


(5) Development of better audit 
programs where electronic data pro- 
cessing equipment is used by clients, 
and use of the EDP equipment itself 
to perform auditing functions. 
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(6) Broad consultation on manage- 
ment information systems—how com- 
puters and other scientific tools can 
improve management control of the 
client’s business. 


(7) As indicated above, potentially 
the establishment of computer service 
centers for small clients. 


This approach to motivation of the 
Certified Public Accountant to become 
familiar with computers and their ap- 
plication can be reversed. If the CPA 
does not become properly prepared to 
serve fully his clients who are mechan- 
izing their data processing, they will 
inevitably turn to other professions for 
help. It should be noted that the com- 
puter manufacturers offer some of 
these services, but their personnel are 
usually not as familiar as the Certified 
Public Accountants’ with the client’s 
business and problems. The computer 
user should be weaned from reliance 
on the computer manufacturer as soon 
as feasible. Specialized computer con- 
sultants can also provide some of these 
services. The author is aware of at 
least one case where the external 
auditor was requested to make an in- 
dependent review of the computer 
consultant’s recommendations. 


COMPUTER APPLICATION STEPS 


It is hoped that the potential, if not 
present, impact of electronic data pro- 
cessing on the CPA has been estab- 
lished. The discussion will now turn 
briefly to what is involved in putting 
a business application on a computer, 
following which there will be an ex- 
amination in detail of the programming 
phase. 


System study. Once it has been de- 
cided to utilize a computer, it is neces- 
sary to obtain a complete and detailed 
definition of the job to be done. Every 
exception has to be pinned down, if 


possible. The nature of the account- 
ing controls must be established. The 
current paperwork and procedures are 
carefully analyzed to help define the 
job to be done, and not, as indicated 
‘above, to copy an existing system 
when the computer is installed. On 
the contrary, the opportunity to study 
the fundamental information require- 
ments of the business should not be 
lost. The trend in progressive busi- 
nesses is toward highly integrated data 
processing with a minimum of manual 
intervention and duplication of record 
keeping. An over-all plan of action 
to accomplish the objectives is devel- 
oped. High-level flow charts graphi- 
cally indicate the gross strategy and 
show the flow of data through the 
computerized business system. This 
phase of a computer application can 
have profound beneficial results for a 
business, sometimes regardless of the 
specific equipment used to implement 
it. 

Form and Record Layout. Input 
and output forms and records must 
be designed. What should punched 
cards look like now that a computer 
will process them? How should the 
payroll master file record be organized 
on magnetic tape for efficient process- 
ing? Highly compact storage of files 
is available, whether magnetic tape, 
disk, or drum; and efficient information 
organization must be established. The 
high speed computer memory must be 
allocated for input and output areas, 
instructions, and other storage re- 
quirements. Magnetic tape units, if 
available, should be assigned on a 
systems basis to promote smooth flow 
of data from run to run during proc- 
essing, since a large job must usually 
be broken up into manageable units. 


Detailed flow charts. They are nec- 
essary to thoroughly define the job to 
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be done. They make coding simpler 
and more accurate and facilitate re- 
view. New developments, to be dis- 
cussed, are reducing their significance, 
however. 


Coding. This has been character- 
ized as a problem in translating be- 
tween the language of the problem to 
be solved and the language of the 
computer. Coding consists of the devel- 
opment of the detailed steps or instruc- 
tions of a computer program. When 
such a program is stored in the internal 
computer main memory and executed 
by the computer, the desired data 
processing tasks may be accomplished. 
Such coding is written on sheets of 
paper and must be converted into 
machine-sensible language, such as by 
punching cards which may be read by 
the computer’s card reader. 

“Debugging.” A large program may 
contain as many as 50,000 steps. It 
is not likely that all the procedures and 
their implementation will initially be 
correct. It is therefore necessary to 
devise test data and check out the 
program as thoroughly as_ possible 
before actual use. 


Conversion. This is the change-over 
from the previous data processing 
methods to the computer system. Con- 
version may be a very extensive task. 
Large files, such as manually main- 
tained customer ledger accounts in a 
bank, may have to be punched into 
paper tape that the computer can 
read. Often considerable cleanup of 
such files is required for a computer 
to process them. A period of parallel 
operation of the old and new systems is 
highly recommended. 


System write-up. A system is next 
to worthless if not adequately docu- 
mented. This may include operating 
instructions, procedure manuals, and 


run books. A run book is a descrip- 
tion of the program including flow 
charts, coding, and related informa- 
tion. 


Program maintenance. Change is 
eternal and computer programs are no 
exception. Errors are often discovered 
belatedly, new exception situations are 
uncovered, and legal or business re- 
quirements change. Much more effi- 
cient means of computer processing 
are developed. Therefore, someone 
who knows the system intimately must 
be available to make required changes 
quickly and correctly. 


PROGRAM MING 


Let us now investigate what is in- 
volved in programming business com- 
puters. Under one definition program- 
ming means to plan the method of 
attack on a specified and defined prob- 
lem for computer solution. It is sym- 
bolized by the drawing of flow charts. 
Programming very commonly is also 
used to include coding, the writing of 
instructions for the computer. In this 
discussion, programming will be con- 
sidered to include coding. Coding an 
electronic computer was characterized 
above as a problem in translating be- 
tween two quite different languages: 
the language of the problem to be 
solved, and the language of the com- 
puter. The language of the problem 
may consist of descriptions of the data 
to be handled, the calculation pro- 
cedures to be applied to the data, the 
form and frequency of reports, and so 
on. The language of the computer 
may be groups of “words” consisting 
of combinations of 20 or even 64 
zeros and ones, for example. 

Computers have popularly been 
called “giant brains.” If there is any 
element of truth in this dubious char- 
acterization, it lies in considering the 
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computer’s high speed “memory” like 
the brain of a potentially gifted child 
which must be developed by more 
mature minds. Developing a program 
in basic machine language is agoniz- 
ingly slow, tedious, and error-prone. 
One can begin to appreciate the proc- 
ess if an attempt is made to translate 
the casual human action of lighting a 
cigarette into a series of elemental 
steps by which a mechanical robot 
could perform the same operation. It 
has not been unusual for the program- 
ming of a major application to take 10, 
20 or more man-years of effort. 
Obviously, the changing of such intri- 
cate programs becomes a major pro- 
duction, and the cost of one-shot jobs 
on the computer becomes prohibitive. 

Another problem posed by machine 
language coding is the need for skilled 
personnel. Actually, people trained in 
widely different disciplines have be- 
come outstanding programmers—ac- 
countants, engineers, mathematicians, 
psychologists, musicians, English ma- 
jors, as well as secretaries and many 
people with no college training at all. 
What is most significant is raw intelli- 
gence and an analytical, problem-solv- 
ing propensity rather than formal edu- 
cation, at least for many of the jobs. 
A class in computer programming need 
take only a few weeks of full time ef- 
fort. This is followed by one, two, or, 
more likely, three years of experience 
and on-the-job training before an indi- 
vidual may be considered to have mas- 
tered the art of programming. With the 
rapid growth of computer installations 
such people are in considerable de- 
mand and command premium prices. 
These and other considerations usually 
lead to the bulk of the computer per- 
sonnel at an installation being devel- 
oped from within the user’s normal 
business staff. 

Fortunately, there have been devel- 
opments which greatly ease the prob- 


lems discussed above. There are vari- 
ous ways of making the computer as- 
sist in the clerical aspects of translating 
from the language of the business prob- 
lem to the language of the machine. 
In fact, there is a spectrum of ways of 
coding ranging from writing instruc- 
tions in the actual machine language 
of the computer to ordinary English. 
These systems are generically called 
automatic coding or generalized pro- 
gramming. Their basic purpose is to 
reduce the amount and cost of program- 
ming, permit less skilled personnel to 
instruct the computer, reduce errors, 
and reduce the programming time cy- 
cle. The accountant might write the 
word “FICA,” for example, on a sheet 
of coding paper and have the computer 
produce the detailed instructions in its 
own machine language which calculate 
the appropriate social security tax. The 
systems analyst or accountant may use a 
report generator and have the computer 
produce the particular instruction pat- 
terns required to prepare the report. He 
need only specify where the information 
is to come from in the file, and where it 
is to go in the report. Of course, ex- 
tremely skilled professional computer 
programmers must expend considerable 
numbers of man-years of effort in order 
to develop these simplified program- 
ming systems. Such systems are usually 
provided by the computer manufac- 
turers, sophisticated users, user groups, 
or organizations contracting for their 
development. 

Some of the initial efforts to develop 
business oriented, simplified program- 
ming languages were abortive because 
they were overly ambitious for the state 
of the art. In the last few years, however, 
several successful, efficient systems have 
been developed. By means of one such 
system the author has recently seen two 
accounting people, who knew very little 
about the computer involved, put a 
large payroll (already highly mechan- 
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ized) on a scientific computer in about 
three weeks. Ordinarily this would 
have taken them six months or longer, 
especially with a machine of the pro- 
gramming complexity utilized. Very 
many approaches have been used by 
different groups to simplify business 
programming. Some centered their ef- 
forts around generators designed to do 
specific jobs — report generators, file 
maintenance generators, sort and merge 
generators, etc. Some designed the 
source language around positional or 
tabular notation, others around a re- 
stricted form of the English language. 
A common end is gradually being ap- 
proached by a multitude of different 
paths. 

With all these business computer 
languages proliferating, with major us- 
ers having more than one type of com- 
puter applied to similar problems, with 
users of different computers wanting to 
communicate, and with users convert- 
ing to newer and more efficient com- 
puters, it became apparent that a com- 
mon business programming language 
was highly desirable. The United States 
Government, with perhaps most at 
stake as the largest computer user in 
the world, and in mid 1960 utilizing 
540 non-military electronic data pro- 
cessing machines, took the lead in 
pressing for this development. On May 
28 and 29, 1959, a meeting was called 
at the Pentagon to consider the desir- 
ability and feasibility of establishing a 
common programming language for 
business data processing. Represent- 
atives of users, computer manufactur- 
ers, Government installations and other 
interested parties decided in the af- 
firmative. Three committees were es- 
tablished, Short, Intermediate, and 
Long Range. Within a year the Short 
Range Committee produced a “Report 
to the Conference on Data Systems 
Languages (CODASYL), including 
Initial Specifications for a Common 
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Business Oriented Language (COBOL) 
for Programming Electronic Digital 
Computers.”? Basically COBOL is in 
English and independent of any make 
of computer. Most computer manufac- 
turers have decided to develop COBOL 
compilers, the master programs trans- 
lating the simplified language into 
the specific computer’s language. The 
standard Government computer pro- 
posal request contains a clause asking 
the manufacturer whether he will pro- 
vide a COBOL compiler. It is recog- 
nized that COBOL is not the ultimate 
in simplifying the programming for 
data processing systems. Committees 
have been set up by the CODASYL or- 
ganization to maintain and _ supple- 
ment COBOL. Manufacturers will 
vary in the implementation of this lan- 
guage for their specific computers. 
COBOL nevertheless remains a major 
step towards standardization in EDP. 


THE CPA AND PROGRAMMING 


The development of computer data 
processing applications before very 
long will vary considerably from that 
outlined above under Computer Ap- 
plication Steps. The basic system 
definition and analysis must still be 
done, but most of the other steps will 
be highly simplified. The programmer 
will develop a high level flow chart 
showing the required data processing 
functions to be accomplished, define 
the data, and lay out the reports. There 
will not be detailed flow charts or 
machine language coding, debugging 
will be much simpler, and documenta- 
tion will be almost automatic. Com- 
puter programming will be taught 
mostly as systems analysis and Eng- 
lish type language. Except for a few 
specialists, programmers will have no 
exposure to machine language. In 


7 Superintendent of Documents, U. S. 
Government Printing Office, Washington 
25, D. C. 75¢ per copy. 


JULY 1961 





another approach, a complete set of 
programs may be provided for a spe- 
cific application, such as for bank de- 
mand deposit accounting. In this case, 
standardized systems and procedures 
may be required. 

Should an accountant then bother to 
take one of the current conventional 
programming courses? The author de- 
cidedly believes that he should. The 
accountant should be familiar with 
computer terminology, understand how 
a computer is organized, how it reads 
data, performs the different operations 
and produces the desired end results. 
A good introductory computer course 
today should teach the elements of 
automatic programming. The _ basic 
principles of computer application and 
organization are the same for most 
stored program machines. The basic 
programming techniques are applica- 
ble to most computers. Experience 
has shown that it is much easier to 
learn the details of programming a 
subsequent machine than to learn how 
to program in the first place. Imple- 
mentation of COBOL is just underway 
and most of the thousands of installa- 
tions presently in existence will con- 
tinue to use machine language or other 
automatic programming languages. 

A programming course, while still 
mostly vicarious experience, will give 
the CPA a much better feeling for 
what computers can, and more im- 
portant, what they cannot do than will 
a much greater time investment in 
general background reading in the 
field. Nor is a_ superficial survey 
course of great value. A programming 
course is decidedly no panacea, since 
the computer industry is such a dy- 
namic one. Developments such as 
sophisticated automatic programming 
are drastically changing our concepts 
of what applications are economically 
feasible to do on a computer. After a 
good programming course, such de- 


velopments can more readily be com- 
prehended. Programming courses are 
available from the major manufac- 
turers, often locally, from consultants, 
and from an increasing number of 
business schools. 

For younger people a slightly dif- 
ferent approach is recommended. The 
business schools will more and more 
be teaching the fundamentals of elec- 
tronic data processing to accounting 
students. Within a decade knowing 
how to use a computer will be as com- 
mon as knowing how to use a desk 
calculator and just as simple. One can 
anticipate EDP problems on the CPA 
examinations. Systems and procedures 
courses, operations research, and math- 
ematics are also valuable background. 
Recent Ford and Carnegie Founda- 
tion reports on business education 
strongly emphasize the desirability of 
a high scientific content in the cur- 
riculum. A government publication 
last year listed over 100 colleges and 
universities offering some kind of 
training in EDP, systems work, or the 
management sciences.* One begins to 
see systems planners as assistants to 
general managers, although it is easier 
to recognize them than to breed capa- 
ble ones. The ability to really compre- 
hend the power of computers and other 
tools for scientific management will 
become a major factor in the choice 
of higher management. While an in- 
dividual need not personally have used 
or worked on computers, the author 
recommends a year or two of such ex- 
perience early in the accountant’s 
career. 

To sum up, a revolution in manage- 
ment and business administration is in 
process. One of the new tools for 
scientific management, the electronic 


8“Use of Electronic Data-Processing 
Equipment.” U. S. Government Printing 
Office, Washington, D. C. June 5, 1959 
Hearing. 
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computer, will gradually have a major 
effect on many of the CPA’s clients— 
their organization, their way of doing 
business, and their competitive posi- 
tion. The computer will affect the way 
the CPA performs his current tasks 
for these clients, such as developing 
systems of internal control and his 


auditing techniques. The CPA can also 
play a major role in helping to bring 
the new management techniques to his 
clients, provided that he and his staff 
keep abreast of the developments. One 
encounters Certified Public Account- 
ants in increasing numbers in com- 
puter courses for this purpose. 


worsen 





Is THE PRESENT DEPRECIATION POLICY 
ENCOURAGING THE GPCWTH OF SLUMS? 


The practical effect of the depreciation deduction is that the tax- 
payer’s adjusted basis soon falls below the sales value of the property. 
The gain on resale will of course be capital. The landlord has little 
incentive to spend money on improvements. The better they are, the 
longer is the remaining life of the building, over which they must be 
amortized. On the contrary, it is more profitable for him to spend a 
minimum on maintenance and sell the property rather quickly, taking 
his capital gain and investing in another old house. Thus the greater 
the difference between economic value and basis, the greater the induce- 
ment to sell. Sanctioning accelerated depreciation methods has increased 
the incentive for quick turnover, which in turn leads to milking the 
property rather than conserving it for long-term earnings. 

The solution to the slum problem requires a steady supply of new 
housing units as well as conservation of existing properties, Professor 
Sporn emphasizes. Some inducement must be held out to investors to 
overcome their natural tendency to buy rather than build at today’s 
high costs. New rental housing has been given tax encouragement by 
accelerated dépreciation, together with the deduction for interest under 
FHA-insured mortgage-financing. There is rarely any taxable income 
in the first few years of new rental units, and for this reason it is 
unlikely that further liberalization of the depreciation provisions would 
induce more apartment construction. 


JOURNAL OF TAXATION, November 1960 


480 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JULY 1961 








also 
ring 

his 
taff 
ne 
int- 
m- 

































ACCOUNTS 
RECEIVABLE 
LOANS 
x 
LOWEST RATES 


NON-NOTIFICATION 
* 


Members of Assoc. Commercial Finance 
Companies, Inc and New York Credit and 

















Financial Management Assoc 


LAS. | Maas Serving Your Clients 25 Years 


~ SERVICE FACTORS CO. 


450 SEVENTH AVE. NEW YORK, N. Y. 













ECONOMY and DIGNITY... 
For the 


PRESTIGE CONSCIOUS CPA — 


Your reports reflect YOU 
For the PRESTIGE REPORT 
The IBM EXECUTIVE 
Rebuilt under exact factory standards 
Delivered to you in factory sealed carton 
Hairline indicator to simplify corrections |} 
Statistical typing as easy as on a standard ||| Regular rebuilt price... $375.00 
| 
| 








LOOKS and ACTS like a NEW machine Summer Clearance ...... 350.00 
Price includes 90 day NEW machine con- ||| Terms: 5% 10 days, net 30 
tract serviced by your local IBM office F.0.B. Rutherford, N. J. 


ECONOMY MART | SPECIAL FREE OFFER 


Box 90, Great Neck, N. Y. _Get FREE Delivery and 
_..N.Y.C. Affiliate... $25.00 free BERTINE colum- 


Baorvine Posen Pan Conn nar pads if check accompanies 
Baie P ° ler. 
MURRAY HILL 4-2924 — 

















THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JULY 1961 e@ 481 








State and Local Taxation 


Editor’s Note. Commencing with 
this issue the former New York State 
Taxation department has been ex- 
panded to include the tax areas listed 
below, and its title has been revised 
accordingly. The department is being 
expanded to give readers wider cover- 
age in tax areas that have become 
increasingly important. 

The three sections of the depart- 
ment and their editors are the follow- 
ing: 

New York State Taxation—Con- 
ducted by PHILMORE H. FRIEDMAN, 
CPA, Arthur Young & Company 

Municipal and Local Taxation— 


Conducted by ROBERT I. EDELSON, 
CPA, Emanuel M. Edelson & Co. 

State Taxation, Other than New 
York—Conducted by S. ZACHARY 
SCHEER, CPA, J. K. Lasser & Co. 

The editors are all chairmen of the 
tax committees of our Society related 
to their respective department. Com- 
mittee members will assist their chair- 
man in the preparation of the mater- 
ial to be published. The chairmen 
will also handle written questions, of 
reasonable scope, submitted by mem- 
bers of our Society, as part of the 
Society’s expanded Consultation Serv- 
ice. 


NEW YORK STATE TAXATION 


Conducted by PHILMORE H. FRIEDMAN, CPA 


NET OPERATING LOSS 
DEDUCTION—NEW BENEFIT? 
Businessmen and their accountants 
have viewed with welcome interest the 
recent New York State franchise tax 
legislation relating to the allowance of 
net operating loss carrybacks and car- 
ryforwards for purposes of determin- 
ing entire net income. This seemingly 
attractive provision, however, may not 
be the panacea which, at first glance, 
it appears to be. We must not lose 





PHILMORE H. FRIEDMAN, CPA, is 
chairman of our Society’s Committee on 
New York State Taxation. Mr. Friedman 
is a manager with the firm of Arthur Young 
& Company, certified public accountants. 


sight of the fact that the franchise tax 
is computed at the higher of (1) 
5%2% of the New York entire net 
income; (2) one mill on each dollar 
of its total New York business and 
investment capital; or (3) 542% of 
the amount determined under the 
officers’ compensation method. There- 
fore, while a net operating loss carry- 
back or carryforward may serve to 
eliminate the federal income tax, it 
may have the effect only of reducing 
but not eliminating the New York 
State franchise tax of a prior or sub- 
sequent year. 

For example, assume that for the 
year 1961 P Corporation, which op- 
erates solely in New York State, in- 


482 e@ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JULY 1961 








curs @ net operating loss of $75,000 
which it carries back to the year 1958 
under the provisions of the new law. 
In 1958 the corporation’s entire net 
income was $75,000, officers’ salaries 
were $50,000, and investment and 
business capital amounted to $500,- 


000. The Corporation owned no 
subsidiaries. While the net operating 


loss carryback will eliminate the en- 
tire net income for the year 1958 a 
New York State franchise 
$577.50 still will be due based upon 
the computation of the tax under 
the alternative officers’ compensation 
method. Even if the net operating loss 
were greater (e.g., $125,000), thus 
reducing the tax based on the offi- 
cers’ compensation method to zero, a 
tax of $500.00 based upon the capital 
method would be due for the year 
1958 since the capital method pro- 
duces the greatest tax. 

One further possibility is that 
where a net operating loss deduction 
is carried back or carried forward to 
a year in which the capital method 
produced the highest New York State 
franchise tax for the year when the 
return originally was filed, the net 
operating loss will produce no tax 
benefit in that year. Nevertheless, the 
amount of the loss would be reduced 
by the entire net income of the appli- 
cable year (before applying the net 
operating loss carryback or carry- 
forward) for the purpose of deter- 
mining the amount to be further car- 
ried back or forward to succeeding 
years. Thus, for purposes of illustra- 
tion, if we were to assume in the 
example above that the corporation’s 
investment and business capital had 
been $5,000,000 (rather than $500,- 
000) and had resulted in a tax of 
$5,000, the net operating loss carry- 
back of $75,000 from 1961 to 1958 
would not serve to reduce the fran- 
chise tax in 1958 because the tax in 


tax of 


1958 was computed on the capital 
method. Nevertheless, the net operat- 
ing loss of $75,000 incurred in 1960 
will be entirely absorbed by the entire 
net income of $75,000 in 1958 and 
nothing will be available for further 
carryback or carryover purposes. 

While regulations have not yet been 
issued with respect to the new legisla- 
tion it is believed that the results de- 
scribed above are in accord with the 
provisions of the New York franchise 
tax law. 


NONRESIDENT STOCKHOLDERS OF 
SUBCHAPTER S CORPORATIONS 


Nonresidents of New York State are 
subject to New York State income 
tax only upon income derived from or 
connected with New York sources. 
Income derived by a nonresident from 
the ownership of an interest in real or 
tangible personal property located in 
New York State is considered income 
from New York sources. However, 
income such as dividends, interest, 
annuities and gain from security trans- 
actions, which flows from the owner- 
ship of intangibles, is not considered 
New York source income unless the 
property is used in a business in New 
York. 

Within the framework of the above 
rules the State Tax Commission re- 
cently ruled that income and _ losses 
of an electing Subchapter S Corpora- 
tion included in the federal adjusted 
gross income of the stockholder, are 
deemed to be derived from the owner- 
ship of intangible personal property, 
and, accordingly are not includible in 
New York adjusted gross income of 
a nonresident taxpayer. 

This ruling may afford a_nonresi- 
dent shareholder an opportunity for 
saving New York taxes. Assume A, 
a nonresident of New York, owns 
100% of the stock of a Subchapter S 
Corporation and receives $20,000 sal- 
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ary from the corporation for services 
rendered in New York during the year 
1961. The taxable income of the cor- 
poration for the year (before deduct- 
ing the $20,000 salary) is $25,000. 
A is subject to New York State income 
tax on his $20,000 salary since a non- 
resident is taxable on personal service 
compensation to the extent that the 
services are rendered within the 
State. The taxable income of $5,000 
of the Subchapter S Corporation is 
exempt from New York State income 
tax since it was derived by the share- 
holder from ownership of intangible 
personal property (stock in the cor- 
poration). Consider, however, A’s 
New York State tax liability if he 
receives $10,000 salary in 1961 
(which the corporation considers to 
be reasonable compensation) for per- 
sonal services rendered within the 
State. It would appear that A is sub- 
ject to New York State income tax 
on his $10,000 salary earned within 
the State but that the $15,000 
($25,000—$10,000) of taxable in- 
come of the Subchapter S Corpora- 
tion included by A in Federal ad- 
justed gross income results from own- 
ership of intangible personal property 
and therefore would not be includible 
in the nonresident’s New York ad- 
justed gross income. 


It may be fairly stated that a non- 
resident shareholder of a Subchapter 
S Corporation would be taxable on 
income derived from the Subchapter 
S Corporation only to the extent that 
the income represents compensation 
for personal services rendered within 
New York State. We should be 
aware, however, that the State prob- 
ably has the right to reapportion the 
income of a nonresident shareholder 
derived from his stock ownership in 
a Subchapter S Corporation if the 
State should determine that appor- 
tionment is necessary in order to 
reflect properly the value of services 
rendered by the shareholder within 
the State. 


ITEMIZED DEDUCTIONS 
BY NONRESIDENTS 


Starting with income tax returns for 
taxable years ending December 31, 
1961, a nonresident employed in New 
York State, or owning income- 
producing real estate or a_ business 
here, will be allowed to claim his 
itemized deductions on his personal 
income tax return in proportion to the 
amount his New York income bears 
to his total income. If his total in- 
come does not exceed his New York 
earnings by more than $100 he may 
claim his itemized deductions in full. 


MUNICIPAL AND LOCAL TAXATION 


Conducted by ROBERT I. EDELSON, CPA 


NEW DEVELOPMENTS IN NEW YORK 
CITY TAXATION 

“Accommodation” exchanges should 
be given different treatment in returns 





ROBERT I. EDELSON, CPA, is chairman 
of our Society’s Committee on Municipal 
and Local Taxation. He is a partner in the 
firm of Emanuel M. Edelson & Co. 


due for privilege periods beginning 
on or after July 1, 1960, as a result 
of amendments to Articles 201, 216, 
and 220 of the Comptroller’s General 
Business and Financial Tax Regula- 
tions. 

Article 201, which defines the term 
“receipts,” now contains the following 
amendment: 
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“However, gross receipts from an 
accommodation exchange as defined 
in the law and set forth in Article 
220 of these regulations shall be 
deemed to include only any consid- 
eration that a dealer involved in such 
an exchange receives from another 
dealer in addition to the article given 
to him as part of the accommodation 
exchange.” 

Article 220 defines an accommoda- 
tion exchange as “an exchange of 
articles of like nature between dealers 
who regularly engage in the retail sale 
of such articles where 

(1) The exchange is made solely 
for the accommodation of one or both 
such dealers; 

(2) each of the dealers has title 
to, or possession of the article being 
exchanged by him at the time the 
agreement to exchange is made, and 
the physical transfer of the articles is 
made within thirty days after the 
agreement to exchange is made, and 

(3) the charge made by each 
dealer to the other does not exceed 
the amount paid or to be paid by such 
dealer to the vendor from whom he 
originally acquired the article.” 

There are five examples cited in 
the article, too lengthy to summarize 
herein. They relate to the following 
subjects: 

e Consideration received in addi- 
tion to the exchanged article. 

¢ The exchange of dissimilar ar- 
ticles. 

e Failure of dealers to have title 
to, or possession of, the article being 
exchanged. 

e Failure to make exchange on the 
basis of cost of article to each dealer. 

¢ Lack of timely physical transfer 
of articles within a thirty day period. 


REVIEW OF DECISIONS AND RULINGS 


Recently the Sub-committee on Cur- 
rent Problems and Recent Develop- 


ments, John Geraghty, CPA, Chair- 
man, submitted its annual report to 
its parent committee, our Society’s 
Committee on Municipal and Local 
Taxation. The report covered a num- 
ber of items of interest, a summary 
of which, here submitted, should pro- 
vide a helpful guide for practitioners. 

Lincoln Service, Inc. v. New York 
City. New York City Juke Box Tax 
is not discriminatory. 

Enabling Act (Chapter 248 of Laws 
of 1947) was not repealed by impli- 
cation when Chapter 369 of Laws of 
1959 was enacted. 

Double taxation does not exist: 
operation of juke boxes is subject to 
General Business and Financial Tax 
due to privilege of doing business, and 
subject to Juke Box Tax for privilege 
of using such devises. 

American Laundry Machinery Co. 
v. Egan. Seller suing buyer for 
N.Y.C. Sales Tax may amend Com- 
plaint to add City Comptroller as nec- 
essary party. Seller is not subrogated 
to rights of the Comptroller and three- 
year Statute of Limitations on assess- 
ment of additional taxes is not con- 
trolling. Applicable Statute of Limi- 
tations for collection of tax charged 
on purchase invoice is the same as for 
collection of the purchase price. 

New York City Sales Tax Regula- 
tion. Buttered and/or salted popcorn 
is exempt from N.Y.C. Sales Tax as a 
food product, but sugarcoated pop- 
corn is taxable. (Bulletin 10/25/60) 

New York City Amusement Tax 
Regulation. Businessmen’s luncheon 
club dues and initiation fees are sub- 
ject to tax unless the social features 
are merely incidental to a main busi- 
ness, professional or non-social pur- 
pose. (Bulletin 11/16/60) 

Mohegan - International Corp. v. 
New York City. Interstate Com- 
merce —- Foreign freight forwarder’s 
receipts derived from local services 
for exporters and importers are sub- 
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ject to City Gross Receipts Tax (local 
services included co-ordinating and 
expediting movement of goods from 
inland point to a seaboard point). 
Taxpayer is not responsible for load- 
ing of the goods and does not have 
its representative there—therefore the 
import-export clause of Federal Con- 
stitution does not apply. 

New York City Realty Transfer 
Tax Regulation. Tax applies to trans- 
fers of In-city realty, regardless of 
where transactions, negotiations, trans- 
fers of Deeds or other actions take 
place. (Bulletin 4/5/61) 


PITFALLS 

Periodically, there will be a brief 
discussion of common errors or pit- 
falls, i.e., items whose proper treat- 
ment is apt to be overlooked, in the 
rush of gathering data for N. Y. City 
and other local tax returns. 

Capital Asset Sales. The proceeds 
of sale of a capital asset are some- 
times erroneously treated in the prep- 
aration of New York City gross re- 
ceipts tax returns. Article 252 of the 
Regulations points out that only the 
profit, and not the gross proceeds of 


sale, are to be included in the measure 
of tax. Should there be a loss on sale, 
the loss may not be offset against 
gross receipts from other sources. A 
tax saving point to remember is that 
if the asset is located at a place of 
business of the taxpayer outside the 
City of New York, the profit on sale 
is excluded from the measure of tax. 

Insurance Proceeds. Only a por- 
tion of the proceeds of property in- 
surance may be subject to N. Y. City 
gross receipts tax. That part of the 
proceeds representing the cost of the 
property is excluded from the measure 
of tax; the excess, if any, must be in- 
cluded in the tax base. 

Life insurance proceeds are gen- 
erally excluded from the N. Y. City 
gross receipts tax base. However, one 
notable exception is provided in Ar- 
ticle 253, namely, “—if such pro- 
ceeds were received by a taxpayer 
under a policy covering the life of 
an officer or employee for the pur- 
pose of protecting such taxpayer 
against loss, the excess of the pro- 
ceeds over the total amount of 
premiums paid is to be included in 
the tax base.” 





STATE TAXATION, OTHER THAN NEW YORK 


Conducted by S$. ZACHARY SCHEER, CPA 


INTRASTATE ACTIVITIES OF 
INTERSTATE CORPORATION 
REQUIRE QUALIFICATION 

In a surprising and far-reaching de- 
cision, the U. S. Supreme Court up- 
held the New Jersey Supreme Court 
in its ruling that a foreign corporation, 
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although engaged in interstate com- 
merce, cannot file suit in New Jersey 
if it is “transacting business” in New 





S. ZACHARY SCHEER, CPA, is chairman 
of our Society’s Committee on State Taxa- 
tion, Other than New York. Mr. Scheer is 
a principal in the firm of J. K. Lasser & 
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Jersey without having qualified to do 
so. (Eli Lilly & Co. v. Sav-On-Drugs, 
Inc.) 

Eli Lilly & Co. manufactures drugs 
in Indiana and ships to New Jersey 
wholesalers. All orders are received 
and accepted in Indiana—no ware- 
house or stock of goods is main- 
tained in New Jersey. An office is 
maintained in New Jersey with the 
corporate name shown on the door 
and there are listings in the New Jer- 
sey telephone directories. The office 
is rented by the corporation’s dis- 
trict manager, who is reimbursed for 
the rent by the corporation. 18 detail- 
men, employed by the corporation, 
operate from this office and travel in 
New Jersey promoting the sales of 
the corporation’s products to doc- 
tors, hospitals and retailers. The cus- 
tomers, however, buy the products in 
intrastate commerce, directly from 
New Jersey drug wholesalers. Oc- 
casionally, the detailmen will accept 
an order for transmittal to a whole- 
saler. 

The suit was originally filed against 
defendant to enforce the established 
price of plaintifl’s products, in ac- 
cordance with the provisions of the 
New Jersey Fair Trade Act. De- 
fendant moved for dismissal on the 
ground that the Lilly Company was 
a foreign corporation transacting busi- 
ness in New Jersey without receiv- 
ing a certificate of authority to do so. 

The majority opinion (the decision 
was a close 5 to 4) rested particularly 
on the finding that the Lilly Company 
was in fact engaged in sufficient in- 
trastate activities to constitute “trans- 
acting business,” necessitating a cer- 
tificate of authority to do so. The 
dissenting opinion, written by Mr. 
Justice Douglas, very interestingly 
points out that the issue involved here 
is whether an interstate business can 
be subject to a licensing system, which 


qualification constitutes. It is con- 
ceded that, under the facts, New Jer- 
sey is entitled to a tax apportioned to 
the local business activity. It is also 
recognized that if the petitioner were 
sued in New Jersey, its connections 
in that state are sufficient to make 
it subject to the jurisdiction of the 
state courts. The decision to allow 
an interstate business to be subject 
to a licensing tax is one that com- 
pletely destroys the protection here- 
tofore afforded under the Commerce 
Clause. 

The effect of the U. S. Supreme 
Court’s decision in this case is two- 
fold. First, interstate foreign cor- 
porations could now be denied access 
to the courts of any state in which 
they have not qualified to do business. 
Secondly, having the qualification to 
do business in a state, will subject 
the foreign corporation to costly taxes 
for the privilege of doing business. 


NEW JERSEY POSTPONES 
NEW PROCEDURE FOR PROPERTY 
TAX ASSESSMENTS 


The initial returns of business tan- 
gible personal property tax due June 
15, 1961 (extended from May 1, 
1961), to be used as a basis for 1962 
tax, has been postponed one year. 
The first return is now due May 1, 
1962, and the tax on the basis of 
such return will be payable in 1963. 


CONGRESSIONAL COMMITTEE TO 
STUDY ALL STATE AND LOCAL TAXES 
AFFECTING INTERSTATE COMMERCE 
Congress has enacted legislation 
(Public Law 87-17) to broaden the 
provisions of the Interstate Income 
Tax Law (Public Law 86-272 — 
September 14, 1959). The latter 
legislation provided for a study of the 
impact of state income tax laws on 
interstate commerce. The recent legis- 
lation extends this study to include 


STATE AND LOCAL TAXATION @ 487 









“ 


| Dependa ble 
fs has been 


=, FITTING 

















% THE 
J+ MISSING j 
ete PIECES ad 
TO . 
INDUSTRIES 


PERSONNEL PICTURE 
for over 21 years 


One of the ablest, most successful staffs 
of personnel specialists is always at the 
service of your clients and yourself 
to meet even the most difficult-to-fill 
personnel needs. 


e@ INTERNAL 
Treasurers, Comptrollers, Tax 
Budget, Cost, Chief, Systems 
Auditors 


@ BOOKKEEPERS-OFFICE MANAGERS 
Full Charge and Assistants 


e@ PUBLIC ' 
Juniors, Semi-seniors, Seniors 


Want prompt 
Dependable 


service? Call: 





William Schnuer 
BRyant 9-7664 Class of '34, 


cs 


So feet AGENCY 


100 West 42nd St. 
New York 36 






488 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JULY 1961 











all state and local taxes which affect 
interstate commerce. ‘The House 
Judiciary Committee, in explaining 
the new bill, stated that a proper and 
equitable solution must consider all 
taxes by the states which affect busi- 
ness activity in interstate commerce. 

Apparently this study will not be 
just another routine Congressional 
study headed only for the shelves of 
the Library of Congress. As we go 
to press, the Committee has begun to 
function. Its chairman is Rep. Eman- 
uel Celler and he will be assisted by a 
staff of eight to ten lawyers and 
economists. In addition, there will be 
an advisory group to assist the study, 
headed by Prof. Ernest J. Brown of 
the Harvard Law School. The ad- 
visory group will include men from 
the fields of economics and business, 
as well as accountants and lawyers 
with state and federal tax experience. 
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Accounting and the SEC 


Conducted by Louts H. RAPPAPORT, CPA 


APPRAISALS IN FINANCIAL STATEMENTS 
FILED WITH SEC 


In the early days of the SEC, “stop 
orders” were much more frequent than 
they are today. These are Commission 
orders after formal proceedings under 
the 1933 Act which prevent securities 
from being sold to the public. In con- 
nection with the issuance of such stop 
orders, the SEC also issues a formal 
decision which recites in some detail 
the grounds on which the order is 
based. 

All too often the basis for a stop 
order years ago was a faulty appraisal. 
The number of SEC decisions involv- 
ing appraisals is unbelievably large. 
So many of them were bad and in so 
many ways, that the Commission 
finally put an end to the use of ap- 
praisals in registration statements filed 
with it. Not that the Commission be- 
lieved there was no such thing as a 
good appraisal. It was simply a case 
of not being equipped to pass on 
appraisals. The SEC concluded, there- 
fore, that in balance sheets filed with 
it, fixed and intangible assets had to 
be based on cost—never mind their 
so-called current appraised values. 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
COUNTING PRACTICE AND PROCE- 
DURE. 


It is by no means certain that the 
interests of investors have always been 
served by the prohibition against the 
reflection of appraisals in financial 
statements. Take, for example, the 
case of a group of investors in real 
estate who decide to pool their hold- 
ings in a tax-free transaction in one 
new corporation, and then offer securi- 
ties of the new company to the public. 
Under present SEC requirements, the 
properties must be carried by the new 
company at the costs to the predeces- 
sor owners. The property previously 
owned by Mr. A may have been 
bought by him in 1910. The property 
turned over to the new corporation by 
Mr. B may have been bought by him 
in 1960, fifty years after Mr. A bought 
his property. The other organizers of 
the new company acquired their re- 
spective properties at various dates. 

In determining how many chares of 
the new company should be distributed 
to Mr. A, Mr. B, and the other organ- 
izers, is any consideration given to the 
original cost of the properties? Of 
course not. What determines the rela- 
tive interests of the organizers in the 
new enterprise is the present value of 
their properties which, in turn, is de- 
termined by a number of factors in- 
cluding rentals, cash throw-off, stra- 
tegic location, mineralization, and so 
on. 

Nonetheless, as things now stand, 
financial statements filed with the SEC 
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must show the properties at the pre- 
decessor’s cost. Future depreciation 
must also be based on such cost. The 
1910 properties would be depreciated 
at that price level; the 1960 property 
would be depreciated at that price 
level. 

Now, however, we have a new de- 
velopment which complicates the situ- 
ation. This is the newly-created real 
estate investment trust, and particularly 
one that is “open-end.” 

Our readers are familiar with so- 
called “mutual funds.” These are 
open-end investment companies which 
stand ready to sell new shares at their 
net asset value plus, in most cases, a 
loading charge. They are also pre- 
pared to redeem outstanding shares 
at their net asset value less, in some 
cases, a redempticn charge. 

The balance sheets of mutual funds 
reflect their portfolios at their market 
values. In addition, the cost is 
shown parenthetically. Showing the 
portfolio at market value makes sense 
because the companies’ shares are sold 
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and redeemed on the basis of the mar- 
ket value of portfolio securities. 

Assume, however, that instead of 
an investment company owning mar- 
ketable securities it owns real estate. 
In all other respects the companies are 
alike, that is, they sell new shares and 
redeem outstanding shares at net asset 
value. Should the balance sheet of the 
securities company reflect its portfolio 
at market value on the date of the 
statement, while the balance sheet of 
the real estate company reflects its 
portfolio at historical cost? To ask 
the question, it seems, is to answer it. 

The situation confronting open-end 
real estate investment companies would 
seem to require that they reflect their 
assets not at transferor’s cost but at 
“value,” with provision for the appli- 
cable tax (if appropriate) that would 
be payable if the properties were to be 
sold for such values. 

In actual practice it will probably 
not be practical for real estate invest- 
ment trusts to redeem their outstand- 
ing shares in the same way as mutual 
funds because of the fundamental dif- 
ference in marketability of their assets. 
More than likely, real estate investment 
trusts will be “one way,” that is, they 
will sell shares at net asset value, but 
will not redeem them, in which case, a 
stockholder seeking to sell his shares 
would have to do so in the open 
market. 

We understand that the SEC is re- 
studying its prohibition against ap- 
praisals, particularly in the light of 
the effect of its present policy on open- 
end real estate companies. As of this 
writing, however, no conclusions have 
been reached. THE END 
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Administration of 
A CPA Practice 


Conducted by MATTHEW P. GERAGHTY, CPA 


“ON THE JOB” TRAINING— 
IN THE OFFICE 


The ideal objective of a staff training 
program is to provide a staff man with 
such a degree of practical knowledge 
that he will be able to bring to any 
audit assignment the practical know- 
how originally obtained only from 
previous field experience. 

Admittedly this is an ambitious goal 
and the immediate reaction is likely 
to be—just how is this objective at- 
tained? The answer is “on the job” 
training—in the office. 

It is generally conceded, even by 
firms with the most progressive train- 
ing programs, that on-the-job training 
is the most effective means for endow- 
ing staff men with such practical 
know-how. However, in our thinking, 
this type of training is generally asso- 
ciated with field work, and in most 
firms, due to practical difficulties, it 
does not receive the proper emphasis 
or attention that is needed to make 
it fully effective. Moving on-the-job 
training into the accounting firm’s 
office would provide the control, sup- 
ervision and instructional environment 
required to make such training truly 
effective. 





MATTHEW P. GERAGHTY, CPA, is 
Chairman of the Committee on Adminis- 
tration of Accountant’s Practice of The 
New York State Society of Certified Pub- 
lic Accountants. He is a partner in the 
firm of Alexander Grant & Company, 
CPAs, 
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This could be accomplished by con- 
structing an integrated set of books and 
records including source documents, 
journals, general ledger and subsidiary 
ledgers, that would typify in the most 
realistic manner a medium-size manu- 
facturing account. The key factor ir 
the effectiveness of such a training 
method would be the closeness with 
which such accounting records resem- 
ble actual field conditions. 

The audit of this synthetic account- 
ing system would be accomplished 
in the same manner as an actual audit 
in the field. As such it would consti- 
tute an audit assignment for a new 
staff assistant and would have a desig- 
nated in-charge partner and/or super- 
visor to whom the new staff assistant 
would be responsible. The assignment 
in its entirety would include prepa- 
ration of time budgets, internal control 
questionnaires, auditors’ report and 
tax returns. For advance training pur- 
poses at higher staff levels, the account- 
ing system could be expanded to in- 
troduce audits of various types of cost 
systems, government contract account- 
ing, SEC reports and systems review 
work. 

There are many advantages to be 
obtained from adopting this approach 
to staff training, the more obvious of 
which are as follows: 


e It is particularly adaptable and suit- 
able to the training needs of small 
and medium-sized public accounting 
firms. 






e It would accelerate a staff man’s 
progress in the development and at- 
tainment of auditing techniques and 
skills. 


e The training could be given in pro- 
gressive stages or phases. A new 
staff assistant might cover in his first 
year only that phase of an audit 
which he would normally be ex- 
pected to perform during his first 
year in the field. Later on in his 
second year with the firm he would 
complete the entire audit. 


e More than one staff man could be 
assigned to work on different phases 
of the audit at the same time. 


e The training can be phased in dur- 
ing the firm’s slack periods. 


e The caliber of service rendered by 
staff men should be greatly im- 
proved. 

e New staff members would have 
more confidence in their ability and 
would command more respect from 
clients if their initial “rawness” 
could be removed in the office. 


e Additional accounting systems could 
be constructed for specialized types 
of businesses, incorporating more 
complex auditing and accounting 
problems, thereby providing an op- 
portunity to extend this concept of 
on the job training to all staff levels. 

It is readily admitted that construct- 

ing such a realistic set or sets of ac- 


counting records is a time consuming 
and somewhat costly project, even if 
it is taken into consideration that 
source documents and journals need 
only be required for one particular 
month in the year. It is therefore sug- 
gested that this approach to on-the- 
job training—in the office could pos- 
sibly be a joint undertaking on the 
part of interested public accounting 
firms. 

In summary, this type of training, 
if perfected, should make it possible 
to turn a college graduate into a prac- 
ticed accountant before he undertakes 
his first field assignment, that is, prac- 
ticed with respect to the work he would 
ordinarily be expected to perform in 
his first year in the field. It should 
likewise permit seniors and semi- 
seniors to acquire a practiced knowl- 
edge in the office of selected types of 
assignments that will be encountered 
in the field. When this day arrives, 
the public accounting profession will 
have taken a major step forward in 
the perfection of its staff training 
methods. 


RETENTION OF ACCOUNTING 
FIRM’S RECORDS 

Every accounting firm, sooner or 
later, is faced with a problem regard- 
ing the retention of its own records and 
files. The following program, adopted 
by one firm should provide a useful 
guide for most firms whose retention 
procedures have not been formalized. 


Retention Period (Years) 














Final 
Description Office(c) Storage Disposition 
Accounting Records 
General Ledger, General Journals 
I Ge BI ans sisssnccisvccsivecs Permanently — —- 
Accounts Receivable, Ledgers and 
IS IIIS a cisesicsscserdsnnscinneee 3 fi Cremate 
Payroll Journals and Ledgers.......... 3 Perm’ly 
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Retention Period (Years) Final 
Description Office(c) Storage Disposition 





Annual Financial Reports 
Partnership Tax Returns, Annual 
Statements and Workpapers — 
Operating Offices and Consoli- 
GE ssmiceniocnmmaniana saat Permanently — —- 
Monthly or Periodic Financial Reports 
Monthly Statements — Operating 
POI iisicacacchnsndinnianceciunoenammicananes 3 —_ Cremate 
Interim Statements—Consolidated.... 3 7 Cremate 
Supplemental Accounting Data 
Daily Cash Reports, Remittance Ad- 
vices and Bank Deposit Slips........ 
Time and Expense Reports.............. 
Vendors’ Invoices, Cancelled Checks 
and Petty Cash Slips..............0000 7(a) Cremate 
Interoffice Billing Memoranda.......... Perm’ly — 
Current Legal Documents 
Partnership Agreements .............+. Permanently — — 
Leases and Insurance Policies.......... Permanently — -- 
Seeciel COMMON scsssissssssecicsrissersvece Permanently — _ 
Noncurrent Legal Documents 
Partnership Agreements—S u per - 


— Cremate 
7 Cremate 


W UW woe 


I acsassassisrassiaccdsvaniseissiataaiaitias 10 Perm’ly — 
Leases and Insurance Policies—Ex- 

ALLEL AA TATA 3 7(b) Cremate 
Special Contracts—Terminated........ 3 Perm’ly a 


Personnel Data 
Personnel Data, Applications and 
Contracts—Present Employees.... Permanently — — 


Personnel Data—Former Employees 7 Cremate 
Employment Applications — Re- 

EEA RT 3 _ Cremate 

Miscellaneous 

Partnership Meeting Files (Annual 

and Special Meetings) ...........++ 3 7 Cremate 
Daily Mail and Attendance Records l — Cremate 
New Business Reports ..........:ss00+ 3 Perm’ly(d) — 
Interoffice Correspondence .............. Eo Perm’ly —— 
Bulletins to Clients, Partners and 

SUNN ssisccasikssessgicadsbaoasniiiaedanadhetaaaoa 3 Perm’ly(d) ~~ 


NOTES: 

(a) Ordinarily cancelled checks and paid vendors’ invoices should be cremated after 
the expiration of the ten-year period. However, checks and invoices. involved in the purchase 
of assets where the determination of basis might be important in the future should be 
retained indefinitely. 

(b) The retention period for expired leases and insurance policies has been arbitrarily 
established to coordinate with other items. It should be noted that these retention periods 
are, therefore, suggestions. Retention in storage would be necessary only until there is 
reasonable assurance that no further claims or disputes exist under the particular contract. 

(c) Retention period in the office should always include the portion of the current year 
plus the specified number of years. 

(d) Retain permanently one copy only—-destroy balance. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss, CPA 


RECENT NEW YORK STATE UNEMPLOYMENT INSURANCE DECISIONS 


VACATION VS. UNEMPLOYMENT 


In Appeal Board Case Number 
79,345-61, the issue as to whether or 
not a claimant could collect benefits 
during a period which the employer 
stated was a vacation period, and 
which the claimant alleged was a pe- 
riod of unemployment was decided in 
favor of the employer who operated 
a steel mill. 

Claimant, a steel worker, was em- 
ployed in the blooming mill of the 
employer’s steel plant. He was en- 
titled to three and one-half week’s 
vacation with pay in 1960. Vacations 
are not normally scheduled in advance 
in claimant’s department. The vaca- 
tion period depended on the opera- 
tions of the mill. Claimant took one 
week of vacation in the last week of 
July, 1960. He returned to work and 
was employed until August 11 when 
he was advised that there was no work 
scheduled for the following week. 
Claimant was then given the choice of 
taking vacation with pay in the week 
commencing August 15 and he elected 
to do so. On the following Friday, he 





SAMUEL S. RESS, CPA, is associated with 
Alfred R. Bachrach & Co. in New York City. 
Dr. Ress was formerly a member of our 
Society's Committee on New York State 
Taxation and chairman of its Subcommittee 
on Unemployment Insurance. He is a mem- 
ber of the Committee on Municipal and 
Local Taxation. 


was again notified that there was no 
work scheduled for the succeeding 
week and he elected to take the week 
commencing August 22 as a vacation 
week. Claimant received vacation pay- 
ments for these two weeks. On August 
26, claimant was recalled to work 
for the following Monday. Claimant 
worked the week of August 29, after 
which he was again laid off. Employ- 
ees are not necessarily called back to 
work after a layoff in accordance with 
seniority but in many cases it de- 
pended on the type of operations re- 
sumed and the skills required. 

The referee ruled as to claimant and 
others similarly situated, that they 
were on a vacation period, within the 
meaning of 591.3(a) of the Law and 
therefore ineligible for benefits. He 
applied the decision in Matter of Bou- 
dreau, 11 App. Div. 2nd 882, re- 
versing Appeal Board, 67,026-58, 
wherein the Court said: 

“The statute, amended in 1957 to 
clarify judicial interpretations of the 
meaning of “vacation,” as well as un- 
certainties in administrative rulings, 
now provides (Unemployment Insur- 
ance Law, Sec. 591, subd. 3(a)) that 
no benefits are payable where there 
is “a temporary respite from work” 
for which vacation allowance is paid 
and where the claimant is “substan- 
tially fully employed” by the employer 
during the week before and the week 
after the vacation period. Each of 
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these clear criteria is shown to exist 
in this case. Claimant need not have 
applied for vacation in the week in 
question; in which event he would 
have been entitled to benefits under the 
statute. But within these statutory 
definitions he is not entitled to both 
vacation pay and unemployment bene- 
fits.- 

Claimant contended that his case is 
distinguishable from others on the 
ground that his was not a prearranged 
vacation period and that his recall to 
work was not in accordance with his 
seniority. The Appeal Board held 
these factors to be immaterial to the 
issue. Since all of the conditions of 
the statute were met, claimant’s case 
fell clearly within the principle of the 
cited case and the employer’s ob- 
jection was correctly sustained. The 
facts are that claimant was substan- 
tially fully employed both during the 
last work week before and the work 
week immediately following the vaca- 
tion period involved. These facts 
come squarely within the statute pro- 
viding that no unemployment insur- 
ance benefits shall be payable during 
a paid vacation period. 


GOOD CAUSE FOR RESIGNATION 


In Appeal Board Case No. 78,510- 
61, claimant, a bookkeeper, was last 
employed by the employer for over 
two years, to September 9, 1960. 
Claimant was a nervous and _ high- 
strung individual. On many occasions 
during her period of employment she 
had arguments with the accountant 
of the employer. 

A day prior to leaving her employ- 
ment, in the course of an argument, 
the accountant threatened to slap 
claimant. On the last day of her em- 
ployment, claimant fell behind in her 
work and when she requested assist- 
ance was told to discuss the matter 
with the accountant. Claimant felt 


that she could not do this because of 
the slapping threat, and thereupon 
left her employment. 

On her application for benefits, 
claimant stated as the reason for the 
loss of employment: “Fired, fell too 
far behind in work because of illness.” 

The Board agreed with the referee’s 
conclusion as to the issue of claim- 
ant’s wilful false statement to obtain 
benefits. She knew that she had left 
her job, and should therefore have 
given the insurance office the true 
reason for her separation. 

However, they did not agree with 
the decision of the referee that claim- 
ant left her employment without good 
cause. The many arguments which 
caused claimant to become emotional 
and upset and her fear of bodily harm 
because of the accountant’s threat 
justified her leaving. Leaving her em- 
ployment therefore was with good 
cause. 


STAND-BY AND SHAPE-UP TIME 
IS NOT EMPLOYMENT 


In Appeal Board Case Number 
78,848-61, the receipt of payment for 
“shaping-up” or “standing-by” as 
employment compensation was consid- 
ered. It was held that a claimant who 
does not render actual services is 
totally unemployed although he re- 
ceives “shape-up pay” or “stand-by 
pay” for reporting or standing by at 
the employer’s premises for possible 
work assignment. 

Claimant is a member of a labor 
union. In his employment subject to 
the union agreement he receives $3.50 
an hour or $28 for an eight-hour day, 
and he is paid at a time-and-a-half 
rate for overtime work. In addition 
thereto, the agreement provides for a 
shape-up and stand-by payment in the 
event that he is called for work in the 
morning but is not assigned to any 
work. In the latter event, he receives 
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$5.25 for standing by. On October 19, 
claimant was requested to stand by. 
On October 21, he worked a full day 
plus two and a half hours overtime. 
On October 26, claimant mailed a 
certification for benefits for the week 
ending October 23, and therein stated 
that he had worked only on Friday, 
October 21, and that his earnings for 
that entire week were $33. He re- 
ceived his wage check on October 27. 
His earnings for the week ending Oc- 
tober 23 were $46.38. Claimant did 
not look at the wage check and turned 
it over to his wife without knowing 
what his earnings were for that week. 
He forgot the stand-by wage for Oc- 
tober 19 when he made the certifi- 
cation. He estimated his earnings to 
be $33 for the one day that he certified 
that he had been employed in that 
week. When interviewed at the in- 
surance office on November 10, claim- 
ant again contended that he had only 
worked on October 21 in the week 
ending October 23 and that he had 
earned about $33 for the day. How- 
ever, later that day, after claimant 
had called the employer, he communi- 
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cated with the insurance examiner and 
conceded that he had earned over 
$46 in that week. 

The Referee decided that Claimant 
was not employed on October 19, | 
1960, and that the “stand-by” pay- 
ment to him for that day did not con- | 
stitute remuneration for employment. 
The Referee cited the following deci- | 
sions of the Appeal Board: 60,159-57; 
58,936-57; 58,053-56. He held that 
the claimant did not make a wilful 
false statement to obtain benefits, and 
the initial determinations were over- 
ruled. 

The principle as reflected in this de- 
cision applies to cases where a claim- 
ant shapes up at the employer’s estab- 
lishment or stands by for a limited 
length of time for possible work as- 
signment and receives a payment 
which does not exceed a few hours 
wages. 

It does not however apply to other , 
situations, such as the case of an actor 
who is engaged as an understudy and | 
receives therefor stipulated compensa- 
tion, and who stands by without ren- 
dering actual services. THE END 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, ARTHUR J. DIxon, CPA 


DECISIONS AND RULINGS 


“SICK PAY” V. PENSION 

In a case analyzing the interrelation- 
ship of Sections 104 and 105, and more 
particularly Sections 105(a) and (d), 
the Tax Court has held that where 
there is an involuntary retirement of 
an employee under a pension and re- 
tirement plan because of disability, the 
amounts received from his employer 
are excludable as “sick pay,” and that 
such exclusion continues until the em- 
ployee reaches the normal retirement 
age. In its decision the Court in- 
terprets what is meant by normal. 

William Winter, an employee of 
DuPont, at the age of 58 became ill of 
a lung condition and was forced to 
retire in 1954 after 33 years of service. 
DuPont had an accident and health 
plan providing “sick pay,” as well as a 
non-contributory Pension and Retire- 
ment Plan, which provided for pen- 
sions for employees who voluntarily 
retired at age 60 if they had 30 years 
of service; or at age 65 after 15 years 
of service; or if the Company found 
that an employee, who had at least 15 
years of service was permanently in- 
capable of performing his duties. 
Under Company policy, all employees 
were required to retire upon reaching 
65 years of age. 


The Commissioner did not contest 
that the payments received im 1954 
and 1955 were “sick pay,” but con- 
tended that those received in 1956 
after the taxpayer reached the age of 
60 were taxable under Section 105 (a) 
and not excludable under Section 105 
(d). 

The Court considered the Commis- 
sioner’s interpretation of Regulations, 
Section 1.105-4(a) (3) (i) in Rev. Rul. 
57-76 (1957-1 CB 66, 67) which pro- 
vides that “retirement age” will be 
deemed to be: 


“(1) The lowest age specified in 
the appropriate written employees’ 
pension or annuity plan at which the 
employee, had he not been disabled 
and had he continued in such em- 
ployment would have had the right 
to retire without the consent of the 
employer and receive retirement 
benefits based on service to date of 
retirement computed at the full rate 
set forth in the plan, i.e., without 
actuarial or similar reduction be- 
cause of retirement before some 
later specified age, provided, how- 
ever, that such retirement age cor- 
responds with the employer’s actual 
practice and is reasonable in view 
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of all the pertinent facts and cir- 

cumstances; * * *,” (Italics added.) 

The Court then went on to deter- 
mine that based on experience, “‘it 
was not the practice in the DuPont 
Company for employees to retire at 
60 . . . the normal practice was re- 
tirement at 65.” It pointed out that 
while the DuPont Plan did not pro- 
vide for any reduction of pension for 
retirement at the earlier age, the 
pension was based upon average pay 
during the last ten years of service, 
and therefore it probably would be 
higher in cases of retirement at 65 
than at 60. Accordingly, it held the 


pay to be extludable until Winter 
became 65. (William L. Winter 36 
TC — No. 2). 

MEDICAL EXPENSES— 


THE BILDER CASE 

The Third Circuit Court of Appeals 
has issued its ruling in connection 
with traveling and apartment rental 
expenses as deductions for medical 
expenses under Section 213. In its 
decision, it reversed, in part, the Tax 
Court’s decision. 

Mr. Bilder, who lives in New Jer- 
sey, had suffered four heart attacks 
when, in 1953, on the advice of three 
doctors, he went to Fort Lauderdale, 
Fla. for the winter of 1953-1954. 
There were two reasons: to escape 
from cold weather and to be near a 
laboratory qualified to evaluate the 
effect on him of an anti-coagulant 
called Dicumerol with which he was 
being treated. He lived in rented 
quarters that winter, and the next, 
with his wife and daughter. After 
that, he bought a house in Florida. 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
was chairman of the Committee on Publica- 
tions and was formerly a member of the 
Committee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 


In addition to direct medical ex- 
penses, Mr. Bilder claimed deductions 
each year of $750 for transport to 
and from Florida and rent while in 
Florida. He also claimed $1,000 a 
year as share of rent for wife and 
daughter. 

The Tax Court allowed Bilder’s 
transportation and one-third of the 
total room rent, but refused to allow 
the wife’s and the daughter’s expenses. 
The Government appealed against the 
Tax Court’s allowance of the room 
rent; while the taxpayer entered a 
cross-appeal for allowance of the 
daughter’s and the wife’s expenses. 

The Court of Appeals reviewed the 
legislative history of the medical ex- 
pense provision and noted that the 
provision as it was enacted in the 
1939 Code was based upon a broad 
public policy, i.e., “The desirability of 
maintaining the present high level of 
public health and morale.” Thus, the 
Court felt that to allow transportation 
expenses which the Commissioner 
conceded were deductible, and to deny 
the room rent for the taxpayer while 
on this medical trip, was in contra- 
vention of the intent quoted above. 
It stated: 


“It may be interposed that the 
Commissioner’s position here is in- 
consistent. He has formally ac- 
quiesced in this case to the Tax 
Court’s holding that taxpayer’s 
transportation expenses are deduct- 
ible and indicated nonacquiescence 
with its ruling making partial allow- 
ance of apartment rental. It is true 
that he premises his position on 
legislative history but realistically 
if it was necessary for taxpayer to 
go to Florida as ‘medical care’ it 
was equally necessary as part of 
the ‘medical care’ that he receive 
shelter while he was there.” 
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The Appeals Court then went on to 
rule that it was clearly necessary for 
the taxpayer to have medical atten- 
tion, and that if such medical atten- 
tion had not been supplied by his wife, 
he would have had either to employ 
a nurse or to be hospitalized. Thus 
his wife’s expenses were deductible. 
Finally, the Court said, that to leave 
their three year old daughter at home 
would have been impractical and cer- 
tainly would have caused the taxpayer 
mental worry which was particularly 
bad for his condition. Under these 
circumstances, the daughter’s expenses 
were also deductible. 

It is particularly interesting that at 
the time the Tax Court reissued the 
Carasso decision (34 TC — No. 
119), discussed in NYCPA December 
1960, page 858, it stated therein that: 


“To the extent that the Court in 
Robert M. Bilder, 33 TC 155, 158 
failed to examine the foregoing leg- 
islative history, that decision is 
hereby disapproved.” 


In its opinion the Court of Appeals 
discussed in great detail the legisla- 
tive history and the Committee Re- 
ports, the latter of which, as was 
pointed out in the dissenting opinion 
of Judge Hastie, seemed to indicate 
the opposite of the Circuit Court's 
holding.’ However the majority ruled 

1“The deduction permitted for ‘trans- 
portation primarily for and essential to 
medical care’ clarifies existing law in that 
it specifically excludes deduction of any 
meals and lodging while away from home 
receiving medica! treatment. For example, 
if a doctor prescribes that a patient must go 
to Florida in order to alleviate specific 
chronic ailments and to escape unfavor- 
able climatic conditions which have proven 
injurious to the health of the taxpayer, and 
the travel is prescribed for reasons other 
than the general improvement of a patient's 
health, the cost of the patient’s transpor- 
tation to Florida would be deductible but 
not his living expenses while there.” H. 


that these were not “ordinary living 
expenses” and that therefore there 
was too much ambiguity to allow the 
legislative history to overrule their 
interpretation of the provisions of the 
Code. Thus, they held that the addi- 
tion of a provision for the deduction 
of transportation expenses was merely 
to make it clear that such were statu- 
torily deductible, but that the determi- 
nation of whether other expenses such 
as lodging were deductible, would de- 
pend upon the facts of the case. (Com- 
missioner v. Robert M. Bilder CA-3, 
4/7/61). 


COMMISSIONER REJECTS SUBJECTIVE 
TEST FOR WHAT CONSTITUTES 
‘**“AWAY FROM HOME” 


The Commissioner has announced 
that he will not follow the decision 
of the Ninth Circuit Court of Appeals 
in John J. Harvey vy. Commissioner 
(283 F(2d) 491). In that case, which 
was discussed in detail in The NYCPA 
(January 1961, page 66) the Court 
of Appeals held that, in determining 
whether a period of time was “tempo- 
rary” and therefore would constitute 
employment “away from home,” the 
test to be applied was a subjective 
one, i.e., whether the taxpayer ex- 
pected the period to be a short one 
of the type whereby he would not 
ordinarily change his residence. 

The Internal Revenue Service said 





REPT. No. 1137, 83rd Cong. 2d Sess. at 
A-60; S. REPT. No. 1622, 83rd Cong. 2d 
Sess. at 219-220. 

The House report is equally explicit at 
another point: 

“A new definition of ‘medical expenses’ 
is provided which incorporates regulations 
under present law and also provides for the 
deduction of transportation expenses for 
travel prescribed for health, but not the 
ordinary living expenses incurred during 
such a trip.” H. REPT. No. 1337, supra, 
at be See also S. REPT. No. 1622, supra, 
| ae 
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that while it would not apply for 
certiorari to the Supreme Court, it 
does not agree with the test which the 
Ninth Circuit applied and that it will 
continue to apply its usual “temporary 
v. indefinite” test as explained in Rev. 
Rul. 60-189, 1960-1 CB 60. Under 
this test, a taxpayer is not “traveling 
away from home” unless at the time 
his employment at a new duty station 
is begun, its termination within a 
reasonably short period of time is fore- 
seeable. This position was approved 
in 1957 by the Fourth Circuit in Com- 
missioner V. Peurifoy, 254 F(2d) 483, 
affirmed 358 U. S. 59, and in 1959 
by the Fifth Circuit in Claunch v. 
Commissioner, 264 F(2d) 309. (TIR- 
314, 4/18/61) 
OVERSTATEMENT OF 
BUSINESS EXPENSES LEADS 
TO FRAUD INDICTMENT 

In the November 1960 issue of The 
NYCPA, we pointed out that the Gov- 
ernment was in earnest about ending 
the abuses involved in the deduction 
for “business expenses.” However 
most of the prosecutions in the past 
have been in cases which involved 
considerations other than the mere 
overstatement of expenses. Now the 
Government, from present informa- 
tion, has indicted Robert Neaderland 
for overstatement of business expenses 
for the years in which he was an 
officer of a prominent real estate com- 
pany. Although the case has not yet 
been reported in detail, the newspapers 
indicate that the overstatement was 
under the heading of “Travel, enter- 
tainment of customers and business.” 





Mr. Neaderland reported that these 
were “legitimate expenses for which 
he had not been reimbursed.” It is 
particularly interesting to note that of 
the total amount of $31,000 and 
$38,000 for the years 1954 and 1955 
which were claimed, $18,000 was dis- 
allowed in 1954 and $20,000 in 1955. 
Thus, approximately 40% was al- 
lowed in the first year and almost 
50% in the second year. 

It is possible that when all of the 
facts are finally revealed, it will be 
found that there is more involved than 
merely the overstatement of expenses. 
If not, it is the first criminal prosecu- 
tion, to our knowledge, which involves 
solely an overstatement of business 
expenses. 


NEW FORM FOR CHANGE 
OF ACCOUNTING METHOD 


The Internal Revenue Service has 
issued a new form (Form 3115) for 
“Application for Change in Account- 
ing Method.” It may be obtained 
from local offices of District Directors 
of Internal Revenue. The form is de- 
signed to insure submission of all of 
the necessary information for proper 
consideration of the application. (TIR 
—318) 


EXAMINATION OF INVENTORIES 

Internal Revenue Agents have been 
instructed to place increased emphasis 
on examination of tax returns involv- 
ing inventories and to give particular 
attention to inventory reserves, valua- 
tion methods, omission of inventory 
items, and allocations of costs. (TIR 
—317) 


COMMENTARY 


HAZARDS IN THE ACCUMULATION 
OF EARNINGS AND PROFITS IN A 
SUBCHAPTER S CORPORATION 

There is a tendency to equate the 
taxation of the shareholders of an 
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“electing small business corporation” 
under Subchapter S with the taxation 
of partners. However, even a corpo- 
ration which has been an electing 
small business corporation at all times 
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since its formation may accumulate 
earnings and profits, distribution of 
which will be taxed as an ordinary 
dividend. 

Unlike partnerships, an _ electing 
small business corporation cannot act 
as a conduit for items of tax-free in- 
come. For example, in its first tax- 
able year an electing corporation earns 
$9,000 of ordinary income from its 
business and $1,000 of tax exempt in- 
terest on municipal bonds. If divi- 
dends of $10,000 are paid to the share- 
holders, the entire $10,000 is taxed to 
them as dividend income. If dividends 
of $9,000 or less are paid, $9,000 is 
taxed to the shareholders; but the 
$1,000 increases the corporation’s ac- 
cumulated earnings and profits (ex- 
actly as it does in the case of a non- 
electing corporation). Indeed, the 
$1,000, if undistributed, does not even 
result in an increase in the basis of 
the shareholders’ stock in the corpo- 
ration, since such basis is increased 
only by the amount of “undistributed 
taxable income,” which does not in- 
clude municipal interest. This is in 
sharp contrast to Section 705(a)(1) 
(B), which increases the basis of a 
partner’s interest in a partnership for 
his share of municipal interest re- 
ceived by the partnership. 
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The regulations under Subchapter S 
illustrate the above principles by using 
as examples municipal interest and 
the excess of percentage depletion 
over cost depletion. In actual practice 
these two items have limited applica- 
tion with respect to most commercial 
enterprises. However, there are two 
other items which have much more 
general application. 


The first is a net capital loss. Sup- 
pose that in 1960 an electing corpo- 
ration, which had no accumulated 
earnings and profits at January 1, 
1960, earned $100,000 of ordinary 
income from its business but sustained 
a capital loss of $50,000. $100,000 
would be taxed to the shareholders, 
regardless of the amount of money 
distributed. In 1961 the corporation 
again earns $100,000 of ordinary in- 
come from its business and also re- 
alizes a long-term capital gain of 
$50,000. Since the capital loss carry- 
over is not taken into account in de- 
termining current earnings and profits 
and, if $150,000 is paid out, the full 
amount will be taxable as a dividend 
to the shareholders. No part would 
be taxable to the shareholders as a 
long-term capital gain under Section 
1375(a) since by reason of the capital 
loss carryover the corporation would 
have no excess of net long-term capi- 
tal gain over net short-term capital 
loss. Thus, the shareholders would be 
taxed on a total of $250,000 even 
though the aggregate earnings (and 
aggregate taxable income) for the two 
years was only $200,000. If in 1961 
an amount not in excess of $100,000 
was paid out, only $100,000 would be 
taxed to the shareholders, but the cor- 
poration might be considered to have, 
as a result of the principle illustrated 
in Section 1.1377-2(a) of the Regula- 
tions, accumulated earnings and profits 
of $50,000. Accordingly, capital losses 
should be timed to fall in the same 
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taxable year as capital gains. If this is 
not possible, capital gains realized in 
a subsequent taxable year which are 
offset by a capital loss carryover should 
not be distributed, either in the year 
realized or, in many cases, subsequent 
thereto, unless the shareholders are | 
willing to pay tax on the dividend 
which might result therefrom. 

Proceeds from life insurance poli- 


Zoo cies represent another means by which 
You , Can substantial earnings and profits can be 
e RENDER GREATER SERVICE created by an electing small business 


corporation. Although usually exclud- 


TO YOUR CLIENTS....., ible from gross income, the excess of 


© REDUCE YOUR OFFICE life insurance proceeds over the net 


OVERHEAD premiums paid increases a corpora- 
ee 2 2 8 2 8 88 . ; . 
tion’s earnings and profits. Suppose 


© INCREASE YOUR PRESTIGE that in 1960 an electing corporation, 
@ INCREASE YOUR EARNINGS with no accumulated earnings and 


profits at January 1, 1960, realizes, in 
addition to its ordinary operating pro- 
fit of $100,000, a gain of $75,000 
from insurance policies on the life 
of a key officer who died during the 
year. Distribution of the entire 
$175,000 in 1960 (or any subsequent 
distribution of the $75,000) would 
subject the $75,000 to tax as a divi- 
dend to the shareholders. Share- 
holders of an electing small business 
corporation should therefore consider, 
wherever possible, the purchase of life 
insurance outside the corporate entity 
in order to avoid this problem. 


Y You Gun A 


BRUNING 
oa OZALID 




















COPYFORMS-EAST, inc. 
88 University Place, New York 3, N.Y. 
Please send me full details... 





advance rulings on the tax conse- 
quences of proposed transactions. Un- 
fortunately the Service failed to state 
its reasons for so doing. The follow- 
lll: ae be amg ise: ing example illustrates the problems 
eee § § faced by a practitioner in dealing with 

' certain aspects of Sections 331 and 
337 which are in the banned areas. 


MM sce Soest ott. ci atieeatcownwraed PROBLEMS IN THE “NO RULING AREA” 
I ascitic ceoelaeivindecaeciaoibiationeet 1 Several months have passed since 

| | the Internal Revenue Service issued 
ae | iene 

' | various announcements _ stating the 
STATE... ) | areas in which it no longer would issue 
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The three equal stockholders of a 
closely-held corporation contemplate 
its liquidation under Section 337 fol- 
lowing the sale of all its assets to an- 
other corporation. An alternative they 
might consider is liquidating the cor- 
poration under Section 331 and then 
selling the assets themselves to the 
second corporation. Approximately 
4% of the buyer’s stock is held by 
one of the selling stockholders. 

Under TIR 310 the Service will not 
issue rulings on either Section 331 or 
337 liquidations where the same per- 
sons Own more than a nominal amount 
of stock in both the buying and sell- 
ing corporations. This prohibition is 
probably based on the feeling that such 
liquidations and sales between corpo- 
rations with stockholders in common 
may be merely a device to withdraw 
cash from one or both corporations at 
capital-gain rates which should really 
be taxed as dividends, while at the 
same time getting a stepped-up basis 
for the assets sold. Thus, the Service 
probably feels that if these “liquida- 
tions” can be treated as reorganiza- 
tions, the money or property, other 
than stock, received by the stockhold- 
ers would be “boot” under Section 356 
and some part of that boot might be 
taxed as ordinary income. 

In our particular problem, the two 
stockholders who are completely step- 
ping out of the picture face no difficul- 
ties. Clearly an advance ruling could 
be obtained as to their tax conse- 
quences. But what about the remain- 
ing stockholder who owns this small 
amount of stock in the purchasing 
corporation? If the Service considers a 
holding of 4% of the stock of the 
acquiring corporation to be no more 
than a nominal amount, he also will 
be able to obtain an advance ruling. 
If, however, the Internal Revenue Ser- 
vice considers 4% to be more than a 
nominal amount and no advance ruling 
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can be obtained, what are the conse- 
quences? It is probable that the 4% 
stockholder could proceed under this 
fact pattern without undue risk. 

There is, however, a practical diffi- 
culty that may be encountered on ex- 
amination of the return. Because of 
the “no ruling policy” the examining 
agent may interpret this to mean that 
he is to treat some or all of the cash 
received as a dividend. At best, it can 
be expected that the transaction would 
be subject to close scrutiny by the 
agent. The net effect of the Service’s 
stand is to discourage these transac- 
tions by leaving their tax status up in 
the air. 


STATUS OF CONTRIBUTIONS TO 
UNION PENSION PLANS 


A manufacturer is required, under a 
union contract negotiated by his trade 
association, to pay a stipulated sum to 
the union pension plan. He is advised 
by the union that the plan is a quali- 
fied plan. Upon audit of the return 
the revenue agent insists that, unless 
the manufacturer submits full proof 
that his contribution to the plan meets 
all the limitation tests of Section 404 
relating to pension plan deductions, he 
won't allow the union contribution. 
The manufacturer, on the other hand, 
insists he has no knowledge as to how 
the union developed the contribution 
formula and claims that the contribu- 
tion must be allowed as an ordinary 
or necessary business expense without 
limitation. Is the revenue agent’s ap- 
proach correct? 

The Code clearly provides in Sec- 
tion 404 that, if contributions are paid 
by an employer to or under any pen- 
sion, profit-sharing, or annuity plan or 
any plan deferring the receipt of com- 
pensation, such contributions shall not 
be deductible under Section 162 (re- 
lating to trade or business expenses) 
or Section 212 (relating to expenses 
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for the production of income); but, 
provided they first satisfy the condi- 
tions of either of those sections, they 
may be deducted only under Section 
404, subject, of course, to the specific 
limitations contained therein. 

Contributions to a union-negotiated 
plan come squarely within these pro- 
visions and satisfy the requirements of 
Section 162. The agent is therefore cor- 
rect. It should be noted that Section 
404 applies to a plan which defers 
the receipt of compensation. Thus it 
does not apply to deductions for con- 
tributions under a plan which covers 
solely dismissal wage or unemploy- 
ment benefits, or is a sickness, acci- 
dent, hospitalization, medical expense, 
recreation or welfare plan. 


DEDUCTION FOR WIDOW’S 
ALLOWANCE 


A number of cases have been 
before the courts in recent years on 
the subject of the taxability to a widow 
of death benefits in excess of $5,000 
received from the husband’s employer. 
Although the Tax Court has found that 
such payments are taxable, decisions 
in other courts have tended to favor 
the widow and find that such payments 
are nontaxable gifts. As a rule, the 
corporation making the payments to 
the widow has claimed a deduction. It 
is understood that District Directors 
are not closing examinations of corpo- 
rate returns where a deduction has 
been claimed for a widow’s allowance. 
Presumably, the Service desires to be 
protected against having the widow 
receive the payment tax free and hav- 
ing the corporation deduct the pay- 
ment. 

Assuming a deduction is allowable, 
when must it be taken? For example, 
assume an executive of a calendar- 
year corporation died in December 
1960. During that month the Board 
of Directors authorized a payment of 
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$5,000 to the widow, as an employee 
death benefit, and a letter was sent in- 
forming the widow of the contem- 
plated payment. A check was sent in 
January 1961. The corporation reports 
on the accrual basis. May the expense 
be accrucd and taken as a deduction 
on the Corporation’s 1960 income tax 
return? 

The Commissioner’s regulations 
under the 1939 Code permitted a de- 
duction for such payments under Sec- 
tion 23(a), deductibility of business 
expenses. Rev. Rul. 54-625 expressly 
permitted a deduction for a widow’s 
pension as a business expense for the 
year in which the liability for the pay- 
ment accrued. 


The following year this ruling was 
modified. Rev. Rul. 55-212, while 
still permitting the deduction, held 
that it was deductible only when paid. 
The nature of the payment is such 
that the sections dealing with pensions 
and profit sharing plans should govern 
rather than the general provisions for 
deduction of business expenses. 


The 1954 and 1939 Code provisions 
in this area are similar. Reg. 1.162-10, 
which is the counterpart to the perti- 
nent regulations under Section 23 of 
the 1939 Code, omits any language 
with respect to payments to widows of 
deceased employees. The subject is 
covered in Reg. 1.404(a)-12, which 
deals with unfunded pension payments, 
including death benefits to beneficiaries 
of an employee. The payments are 
deductible only under Section 404(a) 
(5), and only in the year of payment. 
To quote from Reg. 1.404(a)-12: 
“If an amount is accrued but not paid 
during the taxable year, no deduction 
is allowable for such amount for such 
year.” 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. eo ge Wanted” 10¢ a word, minimum 


$2.00. “Business Opportunities’ 20¢ a word, minimum 


‘Business Services’ 20¢ a word, 


minimum $5.00. Box number, when used, is two words. Closing date, 10th of month preceding 


date of issue. 


ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 355 Lexing- 


ton Avenue, New York 17, N. Y 





HELP WANTED 








Accountant, semi-senior wanted by upstate 
CPA firm. Excellent opportunity for right 
individual. Send complete resume and salary 
requirements. Box 2386. 
CPA Senior, New York area, good oppor- 
tunity in rapidly growing firm. National 
firm experience or equivalent required. Sal- 
ary open. Box 2402. 
Tax Accountant, well known medium size 
CPA firm has permanent position for ex- 
perienced tax man. Submit complete resume, 
including salary requirements. Box 2406. 
Accountants, senior and semi-senior. Pro- 
gressive medium size New York City CPA 
firm. Permanent positions on expanding 
staff for qualified men or women. Submit 
| details, including salary. Box 2407. 
Practitioner, 60 years, $60,000 gross quality 
practice with one full time senior and sev- 
eral per diem men wishes to engage another 
senior to replace per diem men for auditing, 
taxwork, general ledger work, and limited 
write-ups. $7,500 to start. Good long oppor- 
tunity for young man. Box 2415. 





SITUATIONS WANTED 











CPA member of the Institute and of the 
State Society, with thorough and diversified 
experience, seeks per diem work. Box 2409. 
CPA, specializing in SEC work, registration 
statements, etc. will work with other account- 
ants on per diem or fee basis. Box 2388. 
Accountant, four years experience with fine 
CPA firm seeks evening and weekend work. 
Experienced write-ups to reports and tax 
returns. Box 2389. 

Secretary, statistical typist, competent, ex- 
perienced, seeking 4 day week. Box 2390. 
CPA, mature, Society member, seeks posi- 
tion in public accounting, or as Assist. 
Comptroller or Comptroller. Box 2401. 
CPA, 25 years public experience in all phases 
of accounting with emphasis on institutions, 
non-profits fund raising, hospitals, invest- 
ments, funds, real estate, etc. interested in 
part time, per diem or what have you? Box 
Accountuat, certified, female, conscientious, 
capable, dependable seeks work that can be 
called for, done at home and returned. 


Hourly rate for time actually consumed. 
Box 2416. 

CPA, diversified audit, tax experience seeks 
per diem arrangement with New York firms 
for accounts located in Southern New Eng- 
land. Box 2417. 

CPA, member of Society, varied and thor- 
ough experience, seeks per diem work on 
permanent basis. Box 2418. 

Systems Consultant, expert in data process- 
ing, desires association with accountant that 
requires management services, fee or per 
diem basis. Box 2419. 

CPA, desires responsible public accounting 
position, possibly leading to interest. Heavy 
management industrial experience listed 
companies, in cost installations, budgets, 
EAM procedures, operational auditing, ac- 
quisitions, all taxes. Public experience as 
senior with national and medium firms. 
Imaginative, personable, aggressive. Bonded. 
References. Box 2420. 





BUSINESS OPPORTUNITIES 











Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- 
titioner, CPA, NY, NJ, AICPA, IE, MBA. 
Box 2391. 

Well Equipped CPA Firm will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or at- 
tractive retirement arrangements will be 
offered. Box 2392. 

Substantial Cash Available for the purchase 
of a practice or individual accounts by 
experienced CPAs. Box 2393. 

NYC CPA Firm, established over 25 years, 
excellent reputation. Will purchase prac- 
tice of retiring practitioner. Box 2394. 
Newly Formed CPA Firm will purchase all 
or part of accounting practice in NYC area. 
Will consider servicing accounts of practi- 
tioner contemplating retirement. Box 2395. 
CPA Established, will purchase a practice 
or individual accounts in New York City or 
Long Island area. Box 2396. 

CPA, Society member, gross billings $21,000 
predominantly Long Island, seeks associa- 
tion sharing facilities or partnership arrange- 
ment. Box 2397. 

CPA, attorney, 35, seeks practice, partner- 
ship or accounts. Will work with retiring 
practitioner to assure successful retirement. 
Box 2398. 
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BUSINESS OPPORTUNITIES 











CPA, Nassau County office, $40,000 gross, 
has private office available for an associate, 
with view towards future partnership. Box 
2399. 

CPA, extensive experience, seeks arrange- 
ment with accountant considering retire- 
ment. Box 2400. 

Will Buy individual accounts or service 
same. What is your proposition? CPA. 
25 years experience. Box 2404. 

Central New Jersey Area CPA, N. Y., N. J., 
will service or purchase accounts. Reason- 
able arrangements made. Box 2405. 
Growing Sabbath Observing CPA firm seeks 
association with personable, experienced and 
reliable practitioner on per diem basis with 
opportunity for future. Box 2408. 

CPA, 34, AICPA, NYSSCPA, 11 years di- 
versified experience, presently employed, 
seeks opportunity leading to early partner- 
ship. Box 2410. 

Opportunity for young accountant with small 
quality practice to join CPA firm. State 
your gross fees and minimum income re- 
quired. Box 2411. 

CPA, MBA, 38, $15,000 gross plus 30% 
free time seeks per diem arrangement lead- 
ing to partnership, with cash investment, or 
purchase of accounts. Box 2412. 

CPA, $40,000 rapidly expanding quality 
practice. SEC, Gov't. Contr., Stock Brkg., 
Cost Actg., Taxes seeks similar partner for 
mutual benefit and growth. Give details. 
Box 2413. 

Upstate CPA grossing over $30,000 looking 
for young, experienced CPA as _ partner. 
Modest investment required. Box 2421. 
CPA, mature, small practice, seeks associa- 
tion with overburdened practitioner or one 
contemplating retirement. Objective is part- 
nership or purchase. Box 2422. 





BUSINESS SERVICES 











Mail and Telephone Service, at either of 
these prestige locations, 550 Fifth Avenue 


or 510 Madison Avenue, including air- 
conditioned conference and reception rooms 
for interviews and audits, telephone and 
lobby directory listings, secretarial facilities. 
Air-conditioned offices and desk space avail- 
able. Fifth Avenue Office Service, Inc., 550 
Fifth Avenue, New York City 36, PLaza 
7-3638. 

Fireproof insulated legal and letter size 
filing cabinets, used, refinished like new, 2, 
3, 4 drawer. Krasilovsky, 170 Centre St., 
CAnal 6-2255. 
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Accountants Service Center offers a place 
to keep things, obtain phone answering ser- 
vice, receive mail, meet a client, do tax 
research, get reports typed and other chores 
handled in exchange for an economical sum. 
Cost can be as low as $5 a month. A whole 
floor of office and desk spaces at 120 Liberty 
Street, BArclay 7-5816. 

Accounts Receivable via IBM at very eco- 
nomical rates. Complete accuracy assured. 
Service includes: Accounts Receivable 
Ledger, Customer Statements, Schedule of 
Accounts Receivable, Control Account. 
Automated Bookkeeping Corporation, 11 
West 42nd St., OX 5-6893. 

For Sale, typewriters, IBMs, others, photo- 
copiers, adders, caiculators, rebuilt, guaran- 
teed. Repairs, rentals. All Languages Type- 
writer Co., Inc., 119 W. 23rd St., New York 
11, N. Y., CHelsea 3-8086. 

Accountants Reports, typed by experts on 
latest IBM equipment and_ thoroughly 
checked. Bruning reproductions. Over 15 
years experience. Miss Claire, 554 Fifth 
Avenue, MU 2-0326. 

Calculating or Analysis Via IBM may be 
done without expensive installation of your 
own, using our equipment in off-peak pe- 
riods. Can handle payroll, invoices, ac- 
counts payable or receivable, almost any 
accounting, engineering or statistical analy- 
sis. Our experience in systems and pro- 
gramming can convert manual accounting 
to mechanized system. If you have recur- 
ring work and cost savings are important 
phone or write: George Neustadt, Inc.. 31 
Union Square, New York 3, N. Y. Mr. Neu- 
stadt or Mr. Gold. Phone ORegon 5-3470. 
We Act As Your Secretary, $5.00 monthly. 
Ideal for budget minded accountants. Mail 
and telephone messages forwarded. Per- 
sonal service. Private desks and offices. 
Abbott Service, 147 West 42nd (1472 
Broadway), BRyant 9-9642. 

Space Wanted, partnership of two CPAs 
desire to share prestige space and services 
with other CPAs. Will move into existing 
office or will jointly rent new suite. Box 
2414. 

For Rent, 521 Fifth Avenue, private office 
in air-conditioned CPA suite. File room, 
staff and secretarial service available, or 
message and light typing service if desired. 
Use of tax library. MU 7-1942. 

William St., air-conditioned modernized 1 
or 2 offices, waiting room, library, in law 
suite. HA 2-2582. 

Light Private Office available in three room 
suite. Air-conditioned. Complete facilities 
available. Moderate rental. 55 West 42nd 
Street facing park. LA 4-5428. 
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MR. ACCOUNTANT: 


The working capital your client has tied up 
in Accounts Receivable, invoices and/or in- 
ventory, could throw his business out of 
balance. These items may represent a con- 
siderable sum of money that can be put to 
work to benefit his business. 








Check Meadow Brook's 
plan on how you can 
advise your client to get 
his business back on an 
even scale. This can be 
achieved by advancing 
him up to 80% of the 
collectible value of his 
Accounts Receivable and 
to a variable percentage 
of the cost of his in- 
ventory. 


MR. “MEADOW BROOK” 





FOR FURTHER INFORMATION WRITE OR PHONE MR. HENRY DENGEL 


60 Hempstead Avenue, West Hempstead, N. Y. or stop in at any one of our 56 offices 
located throughout Greater New York and on Long Island. 


‘MEADOW BROOK 


Veled@icicicihttetz in 
a rcrcttsss eset 


MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 





— | THE ACCOUNTANT FINDERS 
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Specializing eaclusively 
in accounting and 
related financial personnel 
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: 

accountants 
controllers 
treasurers 
cost/budget men 
systems men 
tax men 

credit managers 
office managers 
bookkeepers 
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Certified 
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FRoBERT FIALe 


PERSONNEL AGENCIES 


295 Madison Avenue, New York 17, N.Y. 


MUrray Hill 33-6700 





